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Except for the historical information contained herein, this Annual Report to Stockholders contains
forward-looking statements within the meaning of Section 27(a) of the Securities Act of 1933, as
amended, and Section 21(e) of the Securities Exchange Act of 1934, as amended, that involve risks and
uncertainties. These forward-looking statements include, without limitation, statements containing the
words “believes,” “anticipates,” “expects,” and words of similar import. Such forward-looking
statements will have known and unknown risks, uncertainties and other factors that may cause the
actual results, performance or achievements of First Virtual Communications, Inc., or industry results,
to be materially different from any future results, performance or achievements expressed or implied by
such forward-looking statements. Such factors include, among others: market acceptance of video
technology, potential inability to maintain business relationships with telecommunications service
providers, distributors and suppliers, rapid technological changes, competition and consolidation in the
video networking industry, the importance of attracting and retaining personnel, and other risk factors
-referenced in First Virtual Communications’ public filings with the Securities and Exchange
Commission, including the Company’s report on Form 10-K for the year ended December 31, 2001, as
amended, filed with the Securities and Exchange Commission.
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Dear Stockholders:

2001 was a pivotal year for First Virtual Communications. We experienced changes in most of the
company’s core aspects, including new strategy, products and personnel, which made for a very
challenging but exciting year.

As part of our new strategy to deliver integrated, end-to-end rich media Web conferencing and
collaboration solutions for IP, as well as ISDN and ATM networks, in 2001 we completed a merger with
CUseeMe Networks, Inc., which was a leading provider of innovative software-based solutions that
enabled voice, video and data collaboration over IP-based networks. Merging the companies’ resources
and IP video experience enabled us to deliver products with which we can address the rich media Web
conferencing market, one of the fastest growing segments in the real-time remote collaboration market.

After the merger became final in June 2001, Killko Caballero, the former CEQ of CUseeMe Networks,
became the CEO of First Virtual Communications. Since the completion of the merger, the combined
team has aggressively worked to integrate the technologies of both companies. In the second quarter of
2002, the company plans to release products that will provide a range of integrated rich media Web
conferencing solutions that are unique to the industry based on their ability to seamlessly integrate
voice and video with data collaboration in a single, Web-based user interface. In addition to focusing
our efforts on enhancing and marketing our products, we also raised approximately $4.8 million of
additional financing in the first quarter of 2002. This investment will help us to execute on our strategy
of providing rich media Web conferencing solutions to our target markets.

Achievement of Miiestones
During the past year, we achieved important milestones as we set the course for our future.

Effectively integrated the teams of both companies—Within a short time after the merger, your
management was able to quickly integrate the engineering, marketing and sales teams of both
companies. The company is now working on integrating the technologies of both companies and is
developing an enhanced version of Click to Meet™, our flagship product, and an advanced Conference
Server.

Enhanced Click to Meet™—The latest version of our flagship Web-based product, Click to Meet™, is
targeted for release in the first half of 2002. It will provide a framework for rich media Web
conferencing and collaboration that is simple to use, fully integrated and effectively manages all of the
components of an end-to-end solution, while hiding traditional complexities from the end user. The
advantage of the Click to Meet™ family of products is that it adds a new dimension to Web
conferencing that is not currently available anywhere else—seamless integration of voice and video with
data collaboration in a single, Web-based user interface. Additionally, using CUseeMe technology, Click
to Meet™ can now be integrated with existing workflow applications, such as Microsoft Exchange/
Outlook, MSN Messenger and other business applications.

Multpoint Conferencing Unit—In 2001, we completed development of our next generation conference
server, the Multipoint Conferencing Unit, or MCU. The MCU was engineered from the ground up as
an IP-based solution and was the first MCU on the market to support advanced features such as




continuous presence, mixed speed endpoints in multipoint conferences, unicast and multicast, Microsoft
Outlook scheduling integration, and Session Initiation Protocol, or SIP.

Enhanced Senior Executive Team and Board of Directors—Management continued its efforts to enhance
its executive team and Board of Directors. After the merger, Ralph Ungermann, our founder and still a
major contributor on strategic and other issues, became the Executive Chairman of the Board. Killko
Caballero, the former President and Chief Executive Officer of CUseeMe Networks, became our
President and Chief Executive Officer. In October 2001, Dr, Norman E. Gaut joined our Board of
Directors. Dr. Gaut was President and Chief Executive Officer of PictureTel Corporation from 1986 to
2001. He also served as PictureTel’s Chairman of the Board from 1987 to 2001. In October 2001,
Robert Romano joined the company as Executive Vice President, Strategic Alliances. Since starting
with the Company, his duties expanded and he is now our Executive Vice President, World Wide Sales
and Strategic Alliances. In January of 2002, Timothy A. Rogers joined the executive team as Senior
Vice President and Chief Financial Officer. We believe that we have the team in place to successfully
execute our strategy of providing rich media Web conferencing solutions to our target markets.

Financial Position

While we began execution of a solid new strategy with an improved product technology, the
transition from developing and marketing ATM technology products to IP-based software products
during a general economic downturn and a time during which enterprise customers reduced or
postponed their infrastructure spending, caused our annual revenue to be lower compared with the
previous year.

Nevertheless, although we did not increase revenue in 2001, we achieved significant progress in
reducing our operating expenses and cash burn. We reduced the size of our workforce by 26% during
the year, implemented stringent expense reduction measures and focused our R&D efforts on our key
strategic products. Our efforts resulted in a 47% reduction of our quarterly cash burn rate from the
first to the fourth quarter of 2001.

We also began to see a significant increase in our gross profit margin, as we started to incorporate
more software products into our product mix in 2001. Whereas our more hardware-based product mix
averaged a gross profit margin of 41% in the first half of 2001, the introduction of more software into
our product mix caused our gross profit margin to increase to an average of 54% in the second half of
the year. We expect our gross margin to increase further in 2002.

With a more efficient cost structure in place, we are now highly focused on delivering strong revenue
growth and believe that the expense structure that we established in 2001 will help us to achieve
profitability in the future.

The Rich Media Web Conferencing Market

A declining economy resulted in many enterprises reducing their infrastructure spending in 2001 and
we saw our revenue decrease as well. Although the events of September 11 did result in greater
interest in the video and Web conferencing area, enterprises were still reluctant to invest in deploying
an internal Web conferencing solution. Despite the unfavorable economic environment, several
developments in the Internet infrastructure, coupled with emerging market interest in real-time
application collaboration, are increasing demand for Web-based conferencing and collaboration
technology.

In slightly more than one year, we have seen significant technological acceleration in several areas that
are key to allowing us to effectively capitalize on our technology. There have been substantial
advancements in PC performance and a decline in the cost of desktop video endpoints. Today’s faster
processors are able to process high quality, software-based video compression, which will enable
wide-scale deployment of video-enabled applications. We have also seen a proliferation of broadband
networks and a decline in the price of broadband access. Since rich media communications—
communications that include various data types, including video—generally require higher bandwidth,




the greater availability and reduced cost of bandwidth is now much less of a barrier for enterprises and
telecommunications service providers, our target markets. All of these factors now allow most business
users to have access to video-enabled applications.

In addition to recent technological developments and the declining cost of bandwidth, market demand
for productivity enhancing tools has increased. Faced with the need to efficiently operate complex
multinational entities, increased time and cost of travel, shorter product lifecycles and accelerated
time-to-market strategies, companies appear increasingly ready to invest in technology and solutions
that allow their workforce to significantly increase productivity.

Cutlook

The dramatic decrease in the price of broadband network access and high performance PCs has paved
the way for the increase in demand for rich media communications. As deployment of cost-effective
high speed Internet access to the enterprise and consumer grows, so will market demand for
bandwidth-intensive rich media applications. We believe we are poised to ride this wave of demand in
2002 with our revolutionary rich media Web conferencing and collaboration products.

Your management team is focused on making First Virtual Communications successful and increasing
stockholder value. We believe that the key to long term success is to execute our business plan and
thereby produce increasingly positive financial results.

Our thanks to our stockholders for supporting our vision and strategy, and to our employees, customers
and business partners for their contributions to our achievements during this past year.

Sincerely,

Ralph Ungermann Killko Caballero
Executive Chairman of the Board President & Chief Executive Officer
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ITEM 1. BUSINESS.

In addition to the historical information contained in this report, this report contains forward-looking
statements within the meaning of Section 27(a) of the Securities Act of 1933, as amended, or the Securities
Act, and Section 21(e) of the Securities Exchange Act of 1934, as amended, or the Exchange Act, that
involve risks and uncertainties. These forward-looking statements include, without limitation, statements
containing the words “believes,” anticipates,” “expects,” and words of similar import. Such forward-looking
statements will have known and unknown risks, uncertainties and other factors that may cause the actual
results, performance or achievements of the Company, or industry results, to be materially different from any
future results, performance or achievements expressed or implied by such forward-looking statements. Such
factors include, among others, the risk factors set forth below, under “Overview,” “Risk Factors,”
“Management’s Discussion and Analysis of Financial Condition and Results of Operations” and elsewhere
in this Form 10-K. The Company assumes no obligation to update any forward-looking statements
contained herein.

OVERVIEW

Founded in 1993, First Virtual Communications, Inc., a Delaware corporation, or the Company,
delivers integrated, end-to-end rich media Web conferencing and collaboration solutions, including both
hardware and software technologies, for Internet Protocol, or IP, Integrated Services Digital Network,
or ISDN and Asynchronous Transfer Mode, or ATM, networks. The Company combines its expertise in
networking systems, real-time audio and video technology, and Web-based collaboration to provide
integrated voice, video, data, text and streaming media solutions for a wide range of rich media
enterprise applications, including Web conferences, broadcasts, video-on-demand, videoconferences and
video calls over converged multi-service networks. The Company’s strategy is to become the leading
provider of high quality, cost-effective, integrated rich media Web conferencing solutions in broadband
Internet and intranet environments for enterprise customers, service providers and portals.

On June 19, 2001, the Company and CUseeMe Networks completed a merger, pursuant to which
CUseeMe Networks became a wholly owned subsidiary of the Company. CUseeMe Networks provided
innovative software-based solutions to enable voice, video, and data collaboration over IP-based
networks. CUseeMe Networks specialized in delivering a solution that was both centrally managed and
centrally deployed, enabling large-scale deployments of rich media collaboration to enterprise desktops.
As a result of the merger, the Company is able to provide a broad range of integrated rich media Web
conferencing solutions that run seamlessly across multiple network types to enterprise customers and
service providers worldwide.

First Virtual Communications’ original equipment manufacturer, or OEM, distribution and system
integration partners include Alcatel, AT&T, British Telecommunications plc, Cisco Systems, Inc., China
Telecom, Electronic Data Systems Corporation, France Telecom S.A., Polycom, SBC
Communications Inc., Tomen Cyber-business Solutions, Inc., Verizon Communications and other
leading companies worldwide.

The Company is leveraging its leadership position in networking systems, real-time audio and video
technology and Web-based collaboration to capitalize on the rapidly emerging opportunity to provide
broadband rich media Web conferencing solutions to enterprise markets, either as systems sold through
channels or services delivered through service providers. First Virtual Communications’ Web-based
Click To Meet™ is the Company’s flagship product. It provides a framework for rich media Web
conferencing that is simple to use, fully integrated and effectively manages all of the components of the
end-to-end solution while hiding traditional complexities from the end user. CUseeMe software has
been merged with the Click to Meet™ product family. The CUseeMe technology enables rich media




Web conferencing to be integrated with existing workflow applications, such as Microsoft Exchange/
Outlook, Instant Messaging, and other business applications. Conference Server is First Virtual
Communications’ advanced Multipoint Conferencing Unit, or MCU. Conference Server was engineered
from the ground up as an IP-based solution and was the first MCU on the market to support:
Continuous Presence; mixed speed endpoints in multipoint conferences; Unicast and Multicast;
Microsoft Qutlook Scheduling integration, and; Session Initiation Protocol, or SIP. Conference Server is
a market-tested solution with over 1,200 unique customers worldwide.

To date, our announcements of solutions sales with service providers include expanded customer
relationships with AT&T, Electronic Data Systems, Wind, Noicom and China Telecom, all of which are
deploying broadband video services using the Company’s products and solutions. The Company’s
broadband rich media communications solutions enable telecommunications carriers to deliver a
comprehensive set of rich media applications over the carrier’s existing broadband networks into
conference rooms, as well as to the users’ desktops.

The Company also markets its systems to enterprise customers, which include business customers,
government users, education and healthcare providers, primarily through indirect sales channels. For
the year ended December 31, 2001, 71% of the Company’s revenue was from enterprise customers and
29% was from service providers, while for the year ended December 31, 2000, 78% of the Company’s
revenue was from enterprise customers and 22% was from service providers.

The Company maintains a network of distributors in Europe and Asia licensed to sell its products
under the FVC.COM and First Virtual Communications’ name. Approximately 21% and 12% of the
Company’s revenue was generated from customers outside of North America during the year ended
December 31, 2001 and 2000, respectively. In an effort to further develop its presence in the Asian
market, in January of 2002, the Company acquired its exclusive distributor in Hong Kong. The
Company expects that direct sales from shipments to customers outside of North America will continue
to represent a significant portion of its future revenue. In addition, the Company believes that a small
portion of its sales through some of its distribution partners is sold to international end-users.

Revenue from the Company’s international operations is subject to various risks, including
seasonality, longer payment cycles, changes in regulatory requirements and tariffs, reduced protection
of intellectual property rights, political and economic restraints, and currency risks, among others.

The Company’s revenue is primarily derived from two sources (i) product revenue, which includes
software license and hardware revenue, and (ii) services and support revenue, which includes software
license, maintenance and support, training and consulting revenue. The Company licenses its software
products under perpetual licenses. The Company sells its products and services via its direct sales force,
through domestic and foreign distributors and via the Internet.

The Company applies the provisions of Statement of Position 97-2, Software Revenue Recognition,
to all transactions involving the sale of software products and hardware transactions where the software
is not incidental. For hardware transactions where software is incidental, the Company applies the
provisions of Staff Accounting Bulletin 101.

Product revenue from the license of the Company’s software products and sale of hardware
products where the software is and is not incidental is recognized when persuasive evidence of an
arrangement exists, the product has been delivered, the fee is fixed and determinable, and collection of
the resulting receivable is reasonably assured, and, if applicable, upon acceptance when acceptance
criteria are specified or upon expiration of the acceptance period. Maintenance and support revenue
for providing product updates and customer support is deferred and recognized ratably over the service
period. Training and consulting revenue is recognized as services are performed and billable according
to the terms of the service arrangement.




The Company has experienced, and is likely to experience in the future, fluctuations in revenue,
gross margin and operating results. Various factors contribute to the fluctuations in revenue, gross
margin and operating resuits, including the following: the Company’s success in developing its rich
media business and in developing, introducing and shipping new products and product enhancements,
the Company’s success in accurately forecasting demand for new orders, which may have short
lead-times before required shipment, product mix, percentage of revenue derived from original
equipment manufacturers, or OEMs, versus distributors or resellers, new product introductions and
price reductions by competitors, the efforts of OEMs, distributors, resellers, and other third parties on
behalf of the Company, the Company’s ability to attract, retain and motivate qualified personnel, the
timing, amount and resuits of research and development efforts and selling, general and administrative
expenditures. Further, a significant portion of the Company’s expenses is fixed. The Company expects
that operating expenses will decrease in the future with the implementation of cost reduction measures.
To the extent these decreased expenses are not accompanied by an increase in revenue or gross margin,
the Company’s business, financial condition and results of operations would be materially adversely
affected. Due to all the foregoing factors, it is likely that in some future quarter, as at times in past
quarters, the Company’s results of operations will be below the expectations of public market analysts
and investors.

The Company out-sources certain functions to independent service providers, and some of the
Company’s products are assembled and tested by subcontract manufacturers, the largest subcontract
manufacturer being InnerStep, Inc.

INDUSTRY BACKGROUND

In recent years, the Internet infrastructure has evolved to meet the requirements of new and
emerging Internet applications, such as the integration of voice and data. Until recently, however, the
Internet was unable to support high quality video networking applications. This has historically limited
an end user’s ability to deploy and utilize interactive applications that integrate data and text with high
quality voice and video applications. The acceleration of the following five key market drivers has
significantly enhanced the opportunity for the Company’s products and services:

o Advancing PC Technology. In the past, desktop PCs did not have the ability to effectively
compress high quality voice and video. Today with 2.2 GHz and faster processors, high-quality,
software-based video compression, which enables wide-scale deployment of video-enabled
applications, is within reach for most business users. These faster PCs are being used, not just to
do faster word processing or spreadsheet calculations, but for rich media processing, including
high quality video and CD quality audio.

e Proliferation of Rich Media Communications. Defined as communications that include more than
one media type, such as video or audio telephony, streaming or data collaboration, rich media is
a burgeoning field that combines the attributes of the Internet, television and radio into one
medium. Rich media is being deployed in a wide variety of applications and improves the
effectiveness of collaboration, training, advertising, sales and marketing functions, online services
and self help applications. Companies using rich media communications should achieve benefits
in the form of improved productivity, reduced expenses, enhanced customer contact and support
capabilities, and reduced customer response errors.

° Decline in Price of Broadband Access. Companies are now able to purchase broadband access to
the Internet at a fraction of the cost compared to one year ago. Since rich media
communications generally require higher bandwidth, the cost of the bandwidth is now less of a
barrier. As a result, we believe more companies are embracing rich media communications.

° Proliferation of Broadband Networks. According to Ryan, Hankin & Kent, a market research and
consulting firm, Internet and other traffic requirements will increase by over 4,000% between




1999 and 2003. Telecommunications carriers are expected to increase the capacity of their IP
networks to meet demand. Because of this expected increase in network capacity,
telecommunications carriers are rapidly moving to exploit the plentiful and inexpensive
bandwidth of their networks by adding video services to existing voice and data offerings. In
addition to providing increased quality, video transmission over broadband networks costs a
fraction of transmission over traditional ISDN networks. According to our estimates,
telecommunications carriers can offer their customers transmission cost savings of up to 70% to
80%, based on the lower cost of using an IP-based broadband network compared to the higher
costs of using ISDN connections. As a result, carriers now have greater ability to offer customers
bandwidth-intensive applications such as videoconferencing, video broadcast and video on
demand.

° Decline in Cost of Desktop Video Endpoints. Over the past year, a number of companies
introduced consumer-grade desktop video cameras for less than $100 each, and some companies
have introduced professional grade desktop video cameras for less than $1,000 each. As with
other communications products—such as cellular phones, which were prohibitively expensive at
the time of their introduction, but which dropped in price and increased in functionality over
time—the reduction in price and increase in functionality in desktop video endpoints also is
driving demand for video applications.

THE COMPANY’S PRODUCTS AND TECHNOLOGY

The Company is a leading worldwide provider of easy to use, integrated web conferencing and
communications solutions for enterprises and service providers. The Company offers a broad range of
internally developed products, both hardware and software, and integrates them with a wide variety of
third party products to deliver comprehensive rich media solutions to our customers.

Products

o Click to Meet™. Providing a turnkey, end-to-end rich media Web conferencing and collaboration
solution, Click to Meet enables organizations to leverage their converged broadband networks
for face-to-face e-collaboration. Using Click tc Meet, organizations can enhance existing
processes with twa-way video, streaming and Web collaboration, thereby reducing travel costs,
improving productivity and preserving long distance business relationships. Click to Meet is a
complete end-to-end broadband solution that gives users point-and-click access to adhoc and
scheduled video calls, streams, conferences and data collaboration across many types of
networks, including IP, ATM and ISDN, through a Web-based interface. Click to Meer for
Exchange integrates rich media conferencing and communications into the Microsoft Exchange /
Outlook groupware environment.

o

Conference Server. This product is the Company’s advanced MCU. Conference Server was
engineered from the ground-up as an IP-based solution and was the first MCU on the market to
support: Continuous Presence; mixed speed endpoints in multipoint conferences; Unicast and
Multicast; Microsoft Outlook Scheduling integration; and SIP. Conference Server includes
encrypted t.120 data collaboration as a standard feature. Conference Server is available as
software-only, bundled with hardware, or in Network Equipment Building System, or NEBS,
compliant hardware configurations, Conference Server is a market-tested solution with over
1,200 unique customers worldwide.

o Web Endpoint. The Company’s enterprise class, rich media Web endpoint originally comes from
CUseeMe technolagy. It is a browser-based plug-in for Web conferencing and collaboration that
includes advanced audio technology such as: wideband audio, echo cancellation, and automatic
voice detection and gain control. Video features include: full screen video, advanced




compression algorithms, including H.263+, video noise reduction and automatic bandwidth
detection. Web Endpoint is designed to work with NAT and Firewalls to meet the network
protection requirements of enterprises. Additionally, Web Endpoint contains a full suite of
integrated, rich media Web collaboration features, such as: presentation mode, collaborative
browsing, application sharing, file transfer, whiteboarding, and instant messaging. Web Endpoint
was developed for easy use; by clicking on a link Web Endpoint is automatically installed and
end-users can immediately participate in rich media web conferences.

° Other Rich Media Collaboration Products. The Company manufactures a range of additional
products that deliver rich media communications over broadband networks, including: a scalable
video gateway that inter-connects IP, ISDN and ATM; a video interface unit that converts
ISDN-based video room systems and desktops to run over ATM networks at rates up to T1
speeds; and flexible streaming servers for broadcast on IP networks that support MPEG-1 and
lower bit rates.

* Broadband access devices. The Company’s multi-service access switch is an integral component of
most enterprise video deployments, providing specific optimizations for delivering video over
ATM according to ATM Quality of Service standards. The Company’s access switch offers a
broad range of LAN and WAN interface options, making it the most cost-effective solution for
multi-service branch office access.

 Streaming and broadcast products. The Company’s manufactures flexible streaming servers for IP
networks that support MPEG-1 and lower bit rates.

Professional Services

Always on the leading edge of advanced Internet technologies, First Virtual Communications
applies the highest possible level of professional expertise to project design, implementation and
support. The Company’s Professional Services Organization, or PSO, offers project management,
project coordination, implementation design and engineering, quality control and training groups.
Going forward, as the Company focuses on strategic products, such as Click to Meet™ and Conference
Server, the Company expects that Professional Services will become a less significant contributor to
total Company revenue.

THE COMPANY’S STRATEGY

The Company’s mission is to improve enterprise productivity by providing easy to use, rich media
Web conferencing solutions for the desktop to enterprises, service providers and portals. By enabling
interactive voice, video and data collaboration over IP-based networks, the Company provides
cost-effective, integrated end-to-end solutions for large-scale deployments to enterprise desktops. The
Company’s technology also enables best of breed videoconferencing solutions to be extended through
ISDN and ATM networks. The Company’s flagship product, Click to Meet™, provides a complete
framework for delivering a new generation of video-enabled Web collaboration applications that
address the real-time communications needs of companies worldwide. Click to Meet™ can be
integrated seamlessly into popular enterprise messaging and collaboration environments such as
Microsoft Exchange/Outlook and instant messaging.

The Company has a strong history of leadership and innovation in desktop-based rich media
solutions for enterprises, government agencies and service providers. The Company’s innovations
include the introduction of the first IP MCU in 1997. Additionally, the Company has introduced several
key products and technologies to enable desktop collaboration. These include the integration of
streaming with live voice and video; introduction of an industry leading end-to-end rich media Web
conferencing solution, Click to Meet™; and a version of Click to Meet™ that tightly integrates with the
Microsoft Exchange / Outlook / Messenger environments. The Company believes that enabling users to




work within their familiar environment, their own PC with a Web browser or Microsoft Outlook, is key
to the broad-based adoption of this technology. In this way, users do not need to learn another set of
applications, but can integrate the Company’s technology into their own familiar environment.

Today’s business landscape is more geographically dispersed than it has been in the past. Mergers
and acquisitions have created project teams that reside in different time zones. Telecommuting is a
popular practice. Increased outsourcing means working with new and more business partners. In
essence, today’s extended enterprise has few boundaries.

At the same time, businesses are faced with the pressures of increased competition, shorter
product lifecycles, and accelerated time-to-market strategies. We believe innovative Web-based
conferencing technology can help build closer working relationships, make meetings happen faster,
keep projects on schedule and avoid costly downtime.

There are converging trends that make this the right time to offer products like Click to Meet™.
For example, business usage of instant messaging in number of minutes has grown by 113%, from
2.3 billion minutes in September 2000 to 4.9 billion minutes in September 2001. Additionally, 52% of
U.S. corporations use groupware applications such as Lotus Notes™ and Microsoft Outlook™.

In a Worldcom study conducted in 1998, 79% of the respondents who had used videoconferencing
exclusively in a conference room indicated that they would use videoconferencing more if they could do
it from their desktop computer or PC laptop. The study indicated their preference held true across all
segments tested by Worldcom.

The Company offers strong Web-based technology that answers marketplace demand for rich
media Web conferencing. The Company’s solutions provide a unique experience that combines the best
of all worlds—traditional Web collaboration, data sharing, videoconferencing, streaming media—and
the flexibility to integrate seamlessly with everyday applications such as instant messaging and
groupware.

Make Products Simple to Deploy, Support, and Use

The Company believes that its products must require only minimal training, be integrated into
applications that workers already use, and be centrally deployed and managed for ease of IT support.
Click to Meet™ integrates with a standard Web browser, Microsoft Qutlook and Microsoft Instant
Messenger. We believe that the Company’s products must also be cost-effective per desktop to allow
enterprises to affordably scale the solutions to hundreds or thousands of users. The Click to Meet™
solution, with its robust software-based client-server architecture meets all these challenges.

Product Advantages

The advantages of the Company’s products include:

o Quality: Enhanced codecs for improved audio and video performance.

o Mimimal IT Support: Client-server architecture allows IT to manage a global system with ease.

o Scalability: Through First Virtual Communications’ Intelligent Linking™ and network
management technology, system capacity is limited only by the number of software servers the
enterprise has linked together.

o Ease of Use: Integration into familiar software requires virtually no end user training to use.

° Price: Low cost per desktop.




Leverage Strong Technology Foundation

The Company’s products are built on a strong and proven technology base. This includes the
Company’s award-winning Conference Server, or MCU, and Web Endpoint—strategic ingredients in
the industry-leading Click to Meet™ product line. Moreover, Conference Server was the first MCU
with tight integration into the Microsoft Exchange environment that was released in December 2000.
The Company’s NAT/Firewall tunneling technology allows anyone at any location to be part of a
conference with or without a camera, using an H.323 endpoint, the Company’s Web Endpoint, a
standard telephone, a mobile phone, etc. The system also works across any type of network, including
IP, ISDN and ATM.

The Company’s Intellegent Linking™ technology is unique. It allows a company to link an
unlimited number of servers and create a true multicast environment so that every server can recognize
every participant on the conference.

Capitalize on Large Under-Served Market Opportunity

Web conferencing is gaining momentum in the market. Wainhouse Research projects the market
for group videoconferencing to grow from $400 million in 2001 to $1.2 billion in 2006, yielding a
compound annual growth rate of approximately 24%. However, Web conferencing is projected to grow
at a much faster 47% annual rate from $290 million to $2.0 billion in the same time period.

Integrated collaboration environments allow enterprises to realize a number of competitive
advantages by using their existing computers and network infrastructure for group and personal
collaboration. These new fully-featured environments take the best features of both traditional
videoconferencing and Web collaboration and combine them to enable teams to work together
interactively through a browser-based interface.

MARKETING, SALES AND CUSTOMER SUPPORT

The Company believes that the three significant growth markets for its rich media Web
conferencing products are telecommunications service providers, enterprises and government agencies.
The Company’s products take full advantage of the latest technological advances in codecs,
microprocessors and bandwidth to deliver a pleasing and flexible conferencing environment customized
around the needs of each end user.

The Company markets its products to enterprise customers, government agencies and educational
providers through its internal sales force and indirect sales channels. The Company’s channel focus
includes: (1) existing First Virtual Communications and former CUseeMe resellers, (2) service
providers, (3) integrators and services solution providers, (4) the next generation web conferencing and
collaboration resellers, and (5) server manufacturers. The Company’s internal sales force uses the
Company’s Web conferencing technolgy to directly qualify and stimulate end-user demand, as well as to
manage the Company’s strategic relationships with Value Added Resellers, or VARS, and system
integrators.

The Company has international offices in the United Kingdom, France, Italy, Japan and China.
For the years ended December 31, 2001, 2000 and 1999, approximately 21%, 12%, and 14%,
respectively, of the Company’s sales were generated from customers outside of the United States.

RESEARCH AND DEVELOPMENT

Since its inception, the Company has recognized that a strong technical base is essential to its
long-term success and it has therefore made a substantial investment in research and development. To
date, the Company has aggressively brought a wide range of products to the marketplace. The
Company intends to continue to make substantial investments in product development and to
participate in the development of industry standards. The Company monitors changing customer needs
and works closely with its OEM partners, end-user customers and market research organizations to
track changes in the marketplace, including emerging industry standards. The Company intends to
maintain its product development focus on products for the rich media Web conferencing market.




The Company’s research and development expenditures totaled $12.6 million, $12.5 million, and
$10.2 million for the years ended December 31, 2001, 2000, and 1999, respectively. The Company
performs its research and product development activities at its headquarters in Santa Clara, California
its facility in Nashua, New Hampshire, its office in Hyderabad, India and its facility in La Gaude,
France.

COMPETITION

The market for rich media Web conferencing and MCU products is very competitive. Due to the
fact that barriers to entry in the market are relatively low and the potential market opportunity is large,
the Company expects the entrance of new competitors in the future. Although there is no one
competitor currently offering all aspects of rich media Web conferencing in a single integrated
platform, the Company believes that competitors are developing such products. ‘

In offering rich media Web conferencing products, the Company currently cdmpetes, Or expects to
compete, directly or indirectly, with the following categories of providers:

o H.323 MCU vendors, such as Polycom, Ezenia!, and RADVISION;
¢ videoconferencing client vendors, such as Microsoft (NetMeeting), Polycom, and VCON;

e collaborative Web conferencing product vendors, such as Lotus (Sametime), Interwise, and
Ezenia! (InfoWorkSpace); and

o application service providers such as Raindance, Placeware, and WebEx.

The method of solution delivery varies among competitors. Some vendors offer only hosted
solutions, while some vendors offer products (software and, in some cases, hardware) that must be
installed at the customer’s site. This difference creates competitive advantages in some markets and
disadvantages in others.

Many of the Company’s current and potential competitors, particularly Microsoft, Polycom and
WebEx, have longer operating histories and significantly greater managerial, financial, marketing,
technical and other competitive resources, as well as greater name recognition, than the Company has.
As a result, these companies may be able to adapt more quickly to new or emerging technologies and
changes in customer requirements and may be able to devote greater resgurces to the promotion and
sale of their conferencing products and services.

To remain competitive, the Company must continue to invest in research and development and
sales and marketing. The Company may not have sufficient resources to make those investments or
may not succeed in making the technological advances necessary to be competitive. In addition, current
and potential competitors have established or may in the future establish collaborative relationships
among themselves or with third parties, including third parties with which the Company has a
relationship, to increase the visibility and utility of their products and services. Accordingly, it is
possible that new competitors or alliances may emerge and rapidly acquire a significant market share,
which could have a material adverse effect on the Company’s business, financial condition and results
of operations.

The Company’s ability to compete successfully in its target markets will depend on a number of
factors, both within and outside its control, including;

° the timing of the introduction of new products and services by the Company and its competitors;
o the pricing policies of the Company’s competitors;

e the Company’s ability to hire and retain highly qualified employees;

° continued investment in research and development; and

° continued investment in sales and marketing.




MANUFACTURING

The Company’s core strategic products are software products or software products installed on
industry standard platforms that are available from a number of suppliers. For these products, the
Company uses outside vendors to create CD images of the software and appropriate packaging
materials, and purchases hardware platforms from a number of distributors. The Company’s operations
staff fulfills orders for these products by shipping the software products or loading the software onto
hardware platforms for shipment as a turnkey solution. The Company has multiple alternatives for
sourcing of the components necessary for product shipment. However, the Company can be impacted
by certain unfavorable conditions, such as shortages of particular components. The Company’s supply
chain, including reserve inventory buffer stock of critical components, may not be sufficient to meet
increases in demand that occur simultaneously with delayed deliveries from manufacturers. The
Company may not be able to negotiate acceptable arrangements with its existing or future
manufacturers, or negotiate arrangements that will be on terms favorable to the Company.

The Company also produces a number of products that generate significant revenue, but are
adjunct to its core strategic products. For these products, the Company uses third-party manufacturers
to perform materials planning, production scheduling, mechanical assembly, board testing, system
integration, burn-in, final system testing and, in some cases, distribution of its products to customers.
The Company’s operations staff develops manufacturing strategies and processes and qualifies
suppliers. The Company and its contract manufacturers work together to reduce manufacturing costs
and to resolve quality control issues. If one or more of the Company’s manufacturers experiences
quality or other problems, product shipments by the Company may be delayed. If the Company is
required to replace any of its manufacturers, such a change could result in short-term cost increases
and delays in delivery that could have a material adverse effect on the Company’s business, financial
condition and results of operations.

EMPLOYEES

As of March 28, 2002, the Company employed 162 individuals full-time. In addition, the Company
employs a number of temporary contract employees. The Company’s employees are not represented by
a collective bargaining agreement and the Company believes that its relationships with its employees
are good.

RISK FACTORS

In addition to the other information provided in this report, the following risk factors should be
considered in evaluating the Company and its business.

The Company has a history of operating losses and will incur losses in the future. The Company may
never generate sufficient revenue to achieve profitability.

The Company has incurred operating losses in each quarter since it commenced operations in
1993. The Company expects to continue to devote substantial resources to its research and
development and sales and marketing activities. As a result, the Company expects that it will continue
to incur operating losses for the foreseeable future. The Company’s revenues decreased from
$40 million for the year ended December 31, 2000 to $27.7 million for the year ended December 31,
2001, while its net loss increased from $18.8 million for the year ended December 31, 2000 to
$31.6 million for the year ended December 31, 2001. At December 31, 2001, the Company had an
accumulated deficit of $87.3 million.




The Company’s quarterly financial results are expected to fluctuate and may cause the price of the
Company’s common stock to fall.

The Company has experienced in the past, and is likely to experience in the future, fluctuations in
revenue, gross margin and operating results. Various factors could contribute to the fluctuations in
revenue, gross margin and operating results, including the Company’s:

o success in developing its rich media Web conferencing business and in developing, introducing
and shipping new products and product enhancements, particularly for Click to Meet and the
Multi Conferencing Unit;

o success in accurately forecasting demand for new orders (that may have short lead-times before
required shipment), product mix, percentage of revenue derived from OEM:s versus distributors
or resellers;

o new product introductions and price reductions by competitors;
o results from strategic collaborations;

o use of OEMs, distributors, reseliers, and other third parties;

o ability to attract, retain and motivate qualified personnel;

o research and development efforts and success; and

o selling, general and administrative expenditures.

Additionally, the Company’s operating results may vary significantly depending on a number of
factors that are outside of its control. Further, a significant portion of the Company’s expenses are
fixed. The Company has made significant progress in reducing its operating expenses in the last year
and expects that operating expenses will decrease in the future due to continued expense reduction
measures. However, to the extent that operating expenses are not reduced and to the extent that
revenue or gross margin cannot be increased, the Company’s business, financial condition and results of
operations would be materially adversely affected. Due to all the foregoing factors, it is likely that in
some future quarter, as at times in past quarters, the Company’s results of operations will be below the
expectations of public market analysts and investors, resulting in a negative impact on the Company’s
common stock price.

The Company’s success depends on the market’s acceptance of rich media and Web conferemcing
services and the Company’s products, imcluding Click to Meet™ and the Multi Conferencing Umnit.

The Company’s success depends in part on the market’s acceptance of rich media and Web
conferencing services and the Company’s products, including Click to Meet™ and the MCU. Potential
end-users must accept video applications as a viable alternative to face-to-face meetings and
conventional classroom-based learning. New applications, such as the use of video conferencing in
marketing, selling and manufacturing, are still in the development stage. The Company’s contracts with
telecommunications service providers to provide broadband video and Web conferencing solutions are
in the early stage and only recently has the Company received significant revenue from this market
segment. If rich media, Web conferencing and broadband video services fail to achieve broad
commercial acceptance or if such acceptance is delayed, the Company’s business, financial condition
and results of operations will be materially adversely affected. The Company anticipates that significant
revenue and growth in the foreseeable future will come from the sale of its Click to Meet™ and Multi
Conferencing Unit products and services. Broad market acceptance of these products and services is
therefore critical to the Company’s operating success.
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The Company faces potential delisting from The Nasdag National Market. If delisting occurs, the
market price and market liquidity of the Company’s common stock will be adversely affected.

The Company’s common stock is listed on The Nasdaq National Market. Pursuant to Nasdaq
rules, The Nasdaq National Market may commence procedures to delist any shares trading below $1.00
per share on The Nasdaq National Market for a period of 30 consecutive trading days. The Company’s
common stock has at times been trading below $1.00 per share. In March 2002, the Company received
notice from The Nasdaq National Market of its non-compliance with the Nasdaq rules. If the Company
is unable to regain compliance, or if appeals to The Nasdag National Market for relief from
compliance are unsuccessful, then the Company’s common stock will be delisted from The Nasdaq
National Market. On March 28, 2002, the last sale reported on the Nasdaq National Market System for
the Company’s stock was at $0.73.

If delisting occurs, the trading of the Company’s common stock is likely to be conducted on the
OTC Bulletin Board, which will have an adverse affect on the market price of the Company’s common
stock and on the ability of stockholders and investors to buy and sell the common stock. If delisting
occurs you may lose some or all of your investment.

The Company’s inability to secure additional funding could adversely effect its business.

In March 2002, the Company entered into an agreement to issue common stock and warrants to
purchase common stock, in a private placement, for aggregate proceeds of approximately $4.8 million.
The closing of this transaction is expected to occur on or about April 10, 2002.

In order to meet the Company’s anticipated working capital and Company’s capital expenditure
requirements, the Company may need to raise additional funds through the issuance of equity securities
in the future. If additional funds are raised through the issuance of equity securities, the percentage
ownership of the stockholders of the Company will be reduced, stockholders may experience additional
dilution, and the new equity securities may have rights, preferences or privileges senior to those of the
holders of the Company’s common stock. Additional financing may not be available when needed or on
terms favorable to the Company, or at all. If adequate funds are not available or are not available on
acceptable terms, the Company may be required to delay, reduce or eliminate some or all of its
development programs for its products or services, and may be unable to take advantage of future
opportunities or respond to competitive pressures, which could have a material adverse effect on the
Company’s business, financial condition and operating results.

The Company faces potential volatility in its common stock price.

The market price of the Company’s common stock has been extremely volatile in the past and, like
that of other technology companies, may be subject to significant volatility in the future, depending
upon many factors, including:

¢ fluctuations in the Company’s financial results;

¢ technological innovations or new commercial products developed by the Company or its
competitors;

¢ establishment of and success of corporate partnerships or licensing arrangements;

* announcements regarding the acquisition of technologies, products or companies;

* regulatory changes and developments that affect the Company’s business;

¢ developments or disputes concerning patent and proprietary rights and other legal matters;

* issuance of new or changed stock market analyst reports and/or recommendations; and
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o economic and other external factors,

One or more of these factors could significantly harm the Company’s business and decrease the
price of its common stock in the public market. Severe price fluctuations in a company’s stock have
frequently been followed by securities litigation. Such litigation can result in substantial costs and a
diversion of management’s attention and resources and therefore could have a material adverse effect
on the Company’s business, financial condition and results of operations. Past financial performance of
the Company should not be considered a reliable indicator of future performance, and investors should
not use historical trends to anticipate results or trends in future periods.

The Company has a history of generating a large percentage of its revenue at the end of each
quarterly accounting period.

Due to the way that many customers in the Company’s target markets allocate and spend their
budgeted funds for acquisition of the Company’s products and other products, a large percentage of
the Company’s business is booked at the end of each quarterly accounting period. Because of this, the
Company may not be able to reliably predict order volumes or prepare orders for shipment on time. If
the Company is unable to ship its customer orders on time, there could be a material adverse effect on
the Company’s results of operations.

The Company’s success depends on the performance of participants in the Company’s distribution
channels.

The Company currently sells its products through CEMs, distributors and resellers. The Company’s
future performance will depend in large part on sales of its products through these distribution
relationships, such as SBC Communications, Verizon and other key partners. Agreements with
distribution partners generally provide for discounts based on the Company’s list prices, and do not
require minimum purchases or restrict development or distribution of competitive products. Therefore,
entities that distribute the Company’s products may compete with the Company. In addition, CEMs,
distributors and resellers may not dedicate sufficient resources or give sufficient priority to selling the
Company’s products. The Company additionally depends on its respective distribution relationships for
most customer support, and expends significant resources to train its respective OEMs, distributors and
resellers to support customers. These entities can generally terminate the distribution relationship upon
30 days notice. The loss of a distribution relationship or a decline in the efforts of a material
distributor, or loss in business or cancellation of orders from, significant changes in scheduled deliveries
to, or decreases in the prices of products sold to, any of these distribution relationships could have a
material adverse effect on the Company’s results of operations.

The Company expects to rely en a limited number of large customer projects for its revemue in the
future. Losing one or more of these customers may adversely affect the Company’s future revemue.

The Company depends on a limited number of large end-user projects for a majority of its
revenue, which has resulted in, and may in the future result in, significant fluctuations in quarterly
revenue. The Company expects that revenue from the sale of products to large resellers and
telecommunications service providers will continue to account for a significant percentage of its revenue
in any particular quarter for the foreseeable future. Additionally, a significant portion of Company’s
sales of video networking products has historically been to government agencies, such as military and
educational institutions, or to third parties using the Company’s products on behalf of government
agencies. Such government customers are often subject to budgetary pressures and may from time to
time reduce their expenditures and/or cancel orders. The loss of any major customer, or any reduction
or delay in orders by a customer, or the failure of the Company or its distribution partners to market
the Company’s products successfully to new customers could have a material adverse effect on the
Company’s business, financial condition and results of operations.
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Because sales of some of the Company’s products require a lengthy sales effert and implementation
cycle, revenue may be unpredictable and the Company’s business may be harmed.

Sales of some of the Company’s products have required and will continue to require an extended
sales effort. For some projects the period from an initial sales call to an end-user agreement can range
from six to twelve months, and can be longer. Therefore, the timing of revenue booking and
recognition may be unpredictable. A lengthy delay in recognizing revenue could have a material
adverse effect on the Company’s business, financial condition and results of operations.

Rapid technological change and evolving industry standards and regulations may impair the
Company’s ability to develop and market its products and services.

Rapid technological change and evolving industry standards characterize the market for the
Company’s products and services. The Company’s success will depend, in part, on its ability to maintain
technological leadership and enhance and expand its existing product and services offerings. The
Company’s success also will depend in part upon its ability and the ability of its strategic partners to
comply with evolving industry standards. The Company’s products must meet a significant number of
domestic and international video, voice and data communications regulations and standards, some of
which are evolving as new technologies are deployed. The Company’s products are currently in
compliance with applicable regulatory requirements. However, as standards evolve, the Company will
be required to modify its products, or develop and support new versions of its products. In addition,
telecommunications service providers require that equipment connected to their networks comply with
their own environment and standards, which may vary from industry standards.

The Company’s ability to compete successfully is also dependent upon the continued compatibility
and interoperability of its products with products and architectures offered by other vendors. The
Company’s business, financial condition and results of operations would be materially adversely affected
if it were unable in a timely manner to comply with evolving industry standards or to address
compatibility issues. In addition, from time to time, the Company may announce new products,
capabilities or technologies that have the potential to replace or shorten the life cycle of the Company’s
existing product offerings. The announcement of product enhancements or new product or service
offerings could cause customers to defer purchasing the Company’s products. In addition, the Company
has experienced delays in the introduction of new products in the past and may experience such delays
in the future, The failure of the Company to successfully introduce new products, product
enhancements or services on schedule or in time to meet market opportunities, or customer delays in
purchasing products in anticipation of new product introductions or because of changes in industry
standards, could have a material adverse effect on the Company’s business, financial condition and
results of operations.

The Company faces intense competition from other industry participants and may not be able to
compete effectively.

The market for Web conferencing and networking products and services is extremely competitive.
Because the barriers to entry in the market are relatively low and the potential market is large, the
Company expects continued growth in existing competitors and the entrance of new competitors in the
future. Many of the Company’s current and potential competitors have significantly longer operating
histories and significantly greater managerial, financial, marketing, technical and other competitive
resources, as well as greater name recognition, than that of the Company. As a result, these companies
may be able to adapt more quickly to new or emerging technologies and changes in customer
requirements and may be able to devote greater resources to the promotion and sale of their
competing products and services.
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As a result, the Company may not be able to compete successfully with existing or new
competitors in the rich media Web conferencing and collaboration solutions market. The Company
believes that its ability to compete successfully in this market will depend on a number of factors bath
within and outside its control, including:

° the timing of the introduction of new products and services by the Company and its competitors;
o the pricing policies of the Company’s competitors and suppliers; '

° the Company’s ability to hire and retain highly qualified employees;

° continued investment in research and development;

o continued investment in sales and marketing; and

¢ the adoption and evolution of industry standards.

The Company’s business may be harmed if it is unable to protect its proprietary rights.

The Company’s success and ability to compete in the rich media Web conferencing and
collaboration solutions market depends, in part, upon its ability to protect its proprietary technology.
The Company may be unable to deter misappropriation of its proprietary technology, detect
unauthorized use, and take appropriate steps to enforce its intellectual property rights.

The Company does not rely on patent protection for its products, and does not hold any patents,
although it has filed two patent applications relating to systems and methods for continuocus presence
video conferencing and initiation and support of video conferencing using instant messaging. These
patent applications may not be approved, however, and even if issued by the United States Patent and
Trademark Office, they may not give the Company an advantage over competitors. The Company’s
adherence to industry-wide technical standards and specifications may limit its opportunities to provide
proprietary product features. The Company currently licenses certain technology from third parties and
plans to continue to do so in the future. The commercial success of the Company will depend, in part,
on its ability to continue to obtain licenses to use third-party technology in its products.

The Company relies upon a combination of trade secret, copyright and trademark laws and
contractual restrictions to establish and protect proprietary rights in its technology. The Company also
enters into confidentiality and invention assignment agreements with its employees and enters into
non-disclosure agreements with its consultants, suppliers, distributors and customers to limit access to
and disclosure of its proprietary information. However, these statutory and contractual arrangements
may not be sufficient to deter misappropriation of the Company’s proprietary technologies. In addition,
independent third parties may develop similar or superior technologies to those of the Company.
Furthermore, the laws of some foreign countries do not provide the same degree of protection of the
Company’s proprietary information as do the laws of the United States.

Claims by third parties that the Company infringes their proprietary techmology could prevent the
Company from offering its products or otherwise hurt the Company’s business.

The commercial success of the Company also will depend, in part, on the Company not breaching
third-party intellectual property rights. The Company licenses certain third-party technology for use in
its products, but is subject to the risk of litigation alleging infringement of other third-party intellectunal
property rights. A number of companies have developed technologies or received patents on
technologies that may be related to or be competitive with the Company’s technologies. The Company
has not conducted a patent search relating to the technology used in its products. In addition, since
patent applications in the United States are not publicly disclosed until the patent issues, applications
may have been filed, which, if issued as patents, would relate to the Company’s products. The
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Company’s lack of patents may inhibit the Company’s ability to negotiate or obtain licenses from or
oppose patents of third parties, if necessary.

The Company could incur substantial costs in defending itself and its customers against any
intellectual property litigation, regardless of the merits of such claims. The Company may also be
required by contract or by statutory implied warranties to indemnify its distribution partners and
end-users against third-party infringement claims. Parties making infringement claims against the
Company may be able to obtain injunctive or other equitable relief which could effectively block the
Company’s ability to sell its products in the United States and abroad, and could result in an award of
substantial damages. In the event of a successful claim of infringement, the Company, its customers and
end-users may be required to obtain one or more licenses from third parties. The Company, or its
customers, may not be able to obtain necessary licenses from third parties at a reasonable cost, or at
all. The defense of any lawsuit could result in time-consuming and expensive litigation, damages, license
fees, royalty payments and restrictions on the Company’s ability to sell its products, any of which could
have a material adverse effect on the Company’s business, financial condition, and results of operations.

The Company is dependent on key persomnel and must hire and retain skilled personnel.

The Company’s success is significantly dependent on the contributions of a number of its key
personnel. The Company’s success depends to a significant degree on the services of Ralph
Ungermann, its chairman of the board of directors, and Killko Caballero, its chief executive officer and
president. The loss of the services of either of these individuals or any of the Company’s key personnel
could have a material adverse effect on the Company. The Company believes that its future success
also will depend upon its ability to attract and retain additional highly skilled technical, managerial,
manufacturing, sales and marketing personnel. Competition for these personnel is intense. The
Company may not be able to anticipate accurately, or to obtain, the personnel that it may require in
the future.

The Company’s reliance on third party manufacturers and suppliers could adversely affect the
Company’s business.

The Company currently outsources the manufacturing of some of its products and purchases
critical components for some of its products from single suppliers. The Company relies on several
vendors to manufacture certain of its products. If one or more of these manufacturers experiences
quality control or other problems, product shipments by the Company may be delayed. The Company
does not have long-term agreements with suppliers, and its current suppliers are not obligated to
provide components to the Company for any specific period, in any specific quantity or at any specific
price, except as may be provided in a particular purchase order. Qualifying additional suppliers is a
time consuming and expensive process, and there is a greater likelihood of problems arising during a
transition period to a new supplier. If the Company is required to find replacements for its
manufacturers or suppliers, this could result in short-term cost increases and delays in delivery, which
could have a material adverse effect on the Company’s business, financial condition and results of
operations. The Company may not be able to continue to negotiate arrangements with its existing, or
any future, manufacturers or suppliers on terms favorable to the Company.

The Company faces additional risks from jts international operations.

The Company’s international business involves a number of risks that could adversely affect its
operating results or contribute to fluctuations in those results. The Company’s revenue from
international sales represented 21% of its total revenue in the year ended December 31, 2001, 12% of
its total revenue in 2000 and 14% of its total revenue in 1999. The Company intends to seek
opportunities to expand its product and service offerings into additional international markets, although
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the Company may not succeed in developing localized versions of its products for new international
markets or in marketing or distributing products and services in those markets.

The majority of the Company’s international sales are currently denominated in U.S. dollars.
However, it is possible that a significantly higher level of future sales of the Company’s products may
be denominated in foreign currencies. To the extent that the Company’s sales are denominated in
currencies other than U.S. dollars, fluctuations in exchange rates may result in foreign exchange losses.
The Company does not have experience in implementing hedging techniques that might minimize the
Company’s risks from exchange rate fluctuations.

The Company’s international business also involves a number of other difficulties and risks,
including risks associated with:

o changing economic conditions and political instability in foreign countries;

o export restrictions and export controls relating to the Company’s technology;
o compliance with existing and changing regulatory requirements;

o tariffs and other trade barriers;

o difficulties in staffing and managing international operations;

° longer payment cycles and problems in collecting accounts receivable;

o software piracy;

o seasonal reductions in business activity in Europe and certain other parts of the world during the
summer months; and

° potentially adverse tax consequences.

The Company’s software products may contain undetected defects.

Software developed by the Company or developed by others and incorporated by the Company
into its products may contain significant undetected errors, especially when first released or as new
versions are released. Although the Company’s software products are tested before commercial release,
errors in the products may be found after customers begin to use the software. Any defects in the
Company’s current or future products may result in significant decreases in revenue or increases in
expenses because of adverse publicity, reduced orders, product returns, uncollectible accounts
receivable, delays in collecting accounts receivable, and additional and unexpected costs of further
product development to correct the defects.

Control By Insiders

As of December 31, 2001, the Company’s executive officers, directors and their affiliates
beneficially owned approximately 10,605,145 shares or 27% of the outstanding shares of the Company’s
common stock, on an as-converted to common stock basis. As a result, these persons may have the
ability to effectively control the Company and direct its affairs and business, including the election of
directors and approval of significant corporate transactions. This concentration of ownership may also
have the effect of delaying or preventing a change in control of the Company, and making certain
transactions more difficult or impossible absent the support of these stockholders. Such transactions
include proxy contests, mergers involving the Company, tender offers, open-market purchase programs
or other purchases of common stock that could give stockholders of the Company the opportunity to
realize a premium over the then prevailing market price for shares of the Company’s common stock.
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ITEM 2. PROPERTIES.

The Company is headquartered in Santa Clara, California, where it leases approximately 48,000
square feet of space that houses administrative, sales and marketing, customer service, operations and
product development activities. The space is occupied pursuant to an operating lease that expires in
2009. The Company leases approximately 27,225 square feet of space that houses product development
in Nashua, New Hampshire. The space is occupied pursuant to an operating lease that expires in July
of 2003. The Company also leases approximately 6,458 square feet of space that houses sales,
marketing and product development in La Gaude, France. The space is occupied pursuant to four
operating leases. Leases on three quarters of the space will expire in October 2002, and the lease on
the balance of the space will expire in November 2004. Additionally, the Company has rental
agreements for small sales offices in the United States, Europe and Asia. Aggregate rental expense
under these facility leases for the year ended December 31, 2001 was approximately $1.6 million. The
Company believes that its existing facilities are adequate to meet current needs.

ITEM 3. LEGAL PROCEEDINGS.

On or about April 9, 1999, several purported class action suits were filed in the United States
District Court for the Northern District of California alleging violations of the federal securities laws
against the Company and certain of its officers and directors in connection with the Company’s
reporting of its financial results for the period ended December 31, 1998. The court dismissed these
actions without leave to amend on February 14, 2000 and the plaintiffs appealed the dismissal to the
U.S. Court of Appeals for the Ninth Circuit. The appeal was taken under submission by the court of
Appeals following the filing of briefs by the parties and the presentation of oral argument on July 11,
2001. On March 15, 2002, the Court of Appeals affirmed the district court’s judgment, dismissing the
complaint without leave to amend. On March 28, 2002, plaintiffs filed a Petition for Rehearing in the
Ninth Circuit.

On April 23, 2001, the Company received notice of a stockholder’s derivative action filed in
California Superior Court in the County of Santa Clara, alleging that, among other things, certain
directors and officers of the Company sold shares of the Company’s common stock between
January 21, 1999 and April 6, 1999, while in possession of material non-public information pertaining to
the Company. The Company and the individual defendants demurred to the complaint, and moved to
dismiss the action, or in the alternative to stay the action pending the outcome of the appeal in the
related federal court class action or, if necessary, the investigation of the claims by the Company. The
court granted the demurrer in part and denied it in part, granting plaintiff leave to file an amended
complaint, and stayed the action pending the outcome of the appeal in the federal court class action.
The court also ordered that certain limited discovery of documents could take place with respect to the
filing of the amended complaint. In December 2001, the plaintiff moved for leave to take certain third-
party discovery. The motion was denied by the court. Plaintiff filed an amended complaint on
February 22, 2002. A hearing on the defendants’ demurrer to the amended complaint is scheduled to
take place on April 23, 2002.

ITEM 4. SUBMISSION OF MATTERS TO A YOTE OF SECURITY HOLDERS

None.
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PART II

ITEM 5. MARKET FOR REGISTRANT'S COMMON EQUITY AND RELATED STOCKHOLDER
MATTERS.

The Company’s Common Stock is traded on the Nasdaq National Market under the symbol
“FVCX.” The following table sets forth, for the periods indicated, the high and low sale price per share
of the Common Stock on the Nasdaq National Market.

High  Low
2000
First QUarter .. ..o vttt e e $25%  $8
Second Quarter . ......... ... e $17%0 $4Y%
Third QUAKTEr . . . .ttt e $8% $414
Fourth Quarter. . . .. ...t et e e e e $5% $70
2001
FIrst QUATIEL .« o v vttt ot et et et e e e e e $21%  $%
Second QUAIET . ..ottt e e e $13%s  $%4
Third QUarter .. ...ttt e $1% $%%
Fourth QUarter. . . .ot e e e e e $19%4 S99

As of March 25, 2002, there were approximately 366 holders of record of the Company’s Common
Stock. On March 25, 2002, the last sale price reported on the Nasdaq National Market System for the
Company’s Common Stock was $.80 per share.

The Company has never declared or paid any cash dividends on its capital stock. The Company
intends to retain any future earnings to support operations and to finance the growth and development
of the Company’s business and does not anticipate paying cash dividends for the foreseeable future.
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ITEM 6. SELECTED FINANCIAL DATA

The following table presents summary selected historical data of the Company as of and for each
of the five years in the period ended December 31, 2001.

Year Ended December 31

2001 2000 1999 1998 1997
(in thousands, except share and per share data)
Revenue. . .. ...ttt $ 27,661 § 40,011 §$ 45,700 $37,251 $18,771
Costofrevenue . ....... .. iinninnnn. 20,550 22,831 28,851 19,220 10,466
Gross profit . ........ ... .. ... ... 7,111 17,180 16,849 18,031 8,305
Operating expense:
Research and development . .............. 12,573 12,517 10,170 9,463 5,420
Sales and marketing .................... 11,565 12,533 9,310 5,619 3,310
General and administrative ............... 13,045 11,974 12,323 6,259 3,687
Acquisition and other non-recurring charges . . . 2,468 — — 4,664 —
Total operating expense (1). . ............ 39,651 37,024 31,803 26,005 12,417
Operating 108S . .« oo v vttt i (32,540} (19,844) (14,954) (7.974) (4,112)
Other income (expense), net . ... ............ 665 1,187 646 (42) (216)
Minority interest in consolidated subsidiary .. ... 274 (130) (20) — —
Netloss .o $(31,601) $(18,787) $(14,328) $(8,016) $(4,328)
Net loss per share:
Basicand diluted (2) . ............ .. .. ... $ (1.26) § (1.09) § (0.87) $ (0.69) § (1.44)
Shares used to compute net loss per share:
Basic and diluted (2) . ... ... o oo 25,156 17,205 16,433 11,541 3,012

Year Ended December 31
2001 2008 1999 1998 1997
(in thousands)

Cash, cash equivalents and short-term

Investments . ............. ... $ 9,384 $23928 § 8821 $26,748 $ 2,500
Working capital . ........ ... ... oL 8,363 31,729 21,878 32,939 1,891
Total assets . ..o v vttt e e 38,154 46,941 40,199 51,165 11,104
Totaldebt . ....... ... ... .. . . .. 36 119 228 1,665 3,466
Accumulated deficit . . ..o v et (87,266) (55,665) (36,878) (22,550) (14,534)
Total stockholders’ equity . ................ 26,353 36,730 27,812 38,613 1,909

(1) Operating expenses included non-cash employee stock compensation charges of $114,000, $267,000,
$493,000, $1.2 million and $1.1 million, for the years ended December 31, 2001, 2000, 1999, 1998
and 1997, respectively.

(2) See Note 1 to the consolidated financial statements for an explanation of the computation of net
loss per share.
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ITEM 7. MANAGEMENT’S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND
RESULTS CF OPERATIONS

The following discussion of the financial condition and results of operations of the company should
be read in conjunction with the financial statements and the notes thereto included in Item 8 of this
Form 10-K. In addition to the historical information contained in this item, this item contains forward
looking statements within the meaning of Section 27(a) of the Securities Act and Section 21(e) of the
Exchange Act that involve risks and uncertainties. These forward looking statements include, without
limitation, statements containing the words “believe,” “anticipates,” “‘expects,” and words of similar
import. Such forward looking statements will have known and unknown risks, uncertainties and other
factors that may cause the actual results, performance or achievement of the Company, or industry
results to be materially different from any future results, performance or achievements expressed or
implied by such forward looking statements. Such factors include, among others, the risk factors set
forth above in “Business/Overview,” “Business/Risk Factors,” the risk factors set forth in this item and
elsewhere in this Form 10-K. The Company assumes no obligation to update any forward looking
statements contained herein.

OVERVIEW

The Company delivers integrated, end-to-end rich media Web conferencing and collaboration
solutions, including both hardware and software technologies, for IP, ISDN and ATM networks. The
Company combines its expertise in networking systems, real-time audio and video technology, and
Web-based collaboration to provide integrated voice, video, data, text and streaming media solutions
for a wide range of rich media enterprise applications, including Web conferences, broadcasts,
video-on-demand, videoconferences and video calls over converged multi-service networks. The
Company provides integrated, end-to-end rich media communications solutions, including both
hardware and software technologies, for IP, ISDN and ATM networks. The Company was incorporated
in California in October 1993 and reincorporated in Delaware in December 1997. The Company first
shipped its video networking products in 1995.

On June 19, 2001, the Company and CUseeMe Networks completed a merger, pursuant to which
CUseeMe Networks became a wholly owned subsidiary of the Company. CUseeMe Networks provided
innovative software-based solutions to enable voice, video, and data collaboration over IP-based
networks. CUseeMe Networks specialized in delivering a solution that was both centrally managed and
centrally deployed, enabling large-scale deployments of rich media collaboration to enterprise desktops.
As a result of the merger, the Company is able to provide a broad range of integrated rich media Web
conferencing solutions that run seamlessly across multiple network types to enterprise customers and
service providers worldwide.

In fiscal 2001, the Company recorded $27.7 million in revenue, a decrease of 31% compared to the
previous year. The Company derived its revenue in 2001 from the sale of video networking systems and
services to enterprise customers, which include business customers, government agencies, educational
institutions and healthcare providers, primarily through indirect sales channels and to
telecommunications service providers, which include expanded customer relationships with AT&T,
Electronic Data Systems, Wind, Noicom and China Telecom, all of which are deploying broadband
video services using the Company’s products and solutions. For the year ended December 31, 2001,
71% of the Company’s revenue was from enterprise customers and 29% was from service providers,
while for the year ended December 31, 2000, revenue from enterprise customers was 78% and 22%
was from service providers. For the year ended December 31, 1999, revenue from enterprise customers
was 82% and 18% was from service providers. The Company’s internal sales force qualifies and
stimulates end-user demand, and manages the Company’s strategic relationships with its distribution
partners, including OEMs, VARs and systems integrators. In both 2001 and 2000, approximately 43%
of the Company’s revenue was derived through its distribution partners, including EDS, Verizon, Avaya,
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Williams Communications, Dataserv, AT&T, Clover Technologies and Total Systems Integration in the
USA, Mistel SPA and Feeder in Europe, and Tomen Cyber Systems in Asia.

The Company maintains sales offices in the United Kingdom, France, Italy, Hong Kong and Japan,
and distributes its products under the FVC.COM name in both Europe and Asia through resellers and
distributors in more than 25 countries. In 2002, sales in Asia, excluding Japan, will be conducted
through the Company’s Hong Kong sales subsidiary, since the Company’s acquisition of its exclusive
distributor for Asia in January of 2002. For the years ended December 31, 2001, 2000 and 1999,
approximately 21%, 12% and 14%, respectively, of the Company’s sales were generated from customers
outside of the United States. The Company expects that direct sales from shipments to customers
outside of the United States will continue to represent a significant portion of its future revenue. In
addition, the Company believes that a small portion of its sales through OEMs, resellers and
integrators are ultimately sold to international end-users. Revenue from the Company’s international
operations are subject to various risks, including seasonality, longer payment cycles, changes in
regulatory requirements and tariffs, reduced protection of intellectual property rights, political and
economic restraints, and currency risks, among others. To date, the Company has not engaged in any
foreign currency hedging activity.

Some of the Company’s products are assembled and tested by subcontract manufacturers, the
largest provider being InnerStep, Inc.

CRITICAL ACCOUNTING POLICIES

We have identified the policies below as critical to our business operations and the understanding
of our results of operations. The impact and any associated risks related to these policies on our
business operations is discussed throughout Management’s Discussion and Analysis of Financial
Condition and Results of Operations where such policies affect our reported and expected financial
results. For a detailed discussion of the application of these and other accounting policies, see Note 1
in the Notes to the Consolidated Financial Statements in Item 14 of this Annual Report on Form 10-K,
beginning on page F-6. Note that our preparation of this Annual Report on Form 10-K requires us to
make estimates and assumptions that affect the reported amount of assets and liabilities, disclosure of
contingent assets and liabilities at the date of our financial statements, and the reported amounts of
revenue and expenses during the reporting period. There can be no assurance that actual results will
not differ from those estimates.

Revenue recognition. We derive our revenue from primarily two sources (i) product revenue, which
includes software license and hardware revenue, and (ii) services and support revenue which includes
software license maintenance, training and consulting revenue. As described below, significant
management judgments and estimates must be made and used in connection with the revenue
recognized in any accounting period. Material differences may result in the amount and timing of our
revenue for any period if our management made different judgments or utilized different estimates.

We apply the provisions of Statement of Position 97-2, “Software Revenue Recognition,” to all
transactions involving the sale of software products and hardware transactions where the software is not
incidental. For hardware transactions where software is incidental, we apply the provisions of SEC Staff
Accounting Bulletin 101, “Revenue Recognition.”

We license our software products on a perpetual basis. We recognize revenue from the sale of
software licenses when persuasive evidence of an arrangement exists, the product has been delivered,
the fee is fixed and determinable and collection of the resulting receivable is reasonably assured.
Delivery generally occurs when product is delivered to a common carrier.

At the time of the transaction, we assess whether the associated fee is fixed and determinable and
whether or not collection is reasonably assured. We assess whether the fee is fixed and determinable
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based on the payment terms associated with the transaction. If a significant portion of a fee is due after
our normal payment terms, which are 30 to 90 days from invoice date, we account for the fee as not
being fixed and determinable. In these cases, we recognize revenue as the fees become due.

We assess collection based on a number of factors, including past transaction history with the
customer and the credit-worthiness of the customer. We do not request collateral from our customers.
If we determine that collection of a fee is not reasonably assured, we defer the fee and recognize
revenue at the time collection becomes reasonably assured, which is generally upon receipt of cash.

For all sales, except those completed over the Internet, we use either a binding purchase order or
other signed agreement as evidence of an arrangement. For sales over the Internet, we use a credit
card authorization as evidence of an arrangement. Sales through our distributors are evidenced by a
master agreement governing the relationship with or without binding purchase orders on a transaction
by transaction basis.

For arrangements with multiple obligations (for example, undelivered maintenance and support),
we allocate revenue to each component of the arrangement using the residual value method based on
the fair value of the undelivered elements, which is specific to the Company. This means that we defer
revenue from the arranged fee that is equivalent to the fair value of the undelivered elements. Fair
values for the ongoing maintenance and support obligations for our perpetual licenses are based upon
separate sales of renewals to other customers or upon renewal rates quoted in the contracts. The
Company bases the fair value of services, such as training or consulting, upon separate sales of these
services to other customers. We recognize revenue for maintenance services ratably over the contract
term. QOur training and consulting services are billed based on hourly rates, and we generally recognize
revenue as these services are performed.

Our arrangements do not generally include acceptance clauses. However, if an arrangement
includes an acceptance provision, acceptance occurs upon the earlier of receipt of a written customer
acceptance or expiration of the acceptance period.

Revenue from sales to certain of the Company’s resellers are subject to agreements allowing rights
of return and price protection. In these cases, the Company provides reserves for estimated future
returns and allowances upon revenue recognition. These reserves are estimated based upon historical
rates of returns and allowances, reseller inventory levels, the Company’s estimates of sell through by
resellers and other related factors. Actual results could differ from these estimates. In the event of the
inability to estimate returns from any reseller, the Company defers revenue recognition until the
reseller has sold the products to the end-user. Advance payments received from customers and gross
margin deferred with respect to sales, for which revenue has not been recorded, are recorded as
deferred revenue.

Sales returns and other allowances, allowance for doubtful accounts and litigation. The preparation of
financial statements requires our management to make estimates and assumptions that affect the
reported amount of assets and disclosure of contingent assets and liabilities at the date of the financial
statements and the reported amounts of revenue and expense during the period. Specifically, our
management must make estimates of potential future product returns related to current period product
revenue. Management analyzes historical returns, current economic trends, and changes in customer
demand and acceptance of our products when evaluating the adequacy of the sales return and other
allowances. Significant management judgments and estimates must be made and used in connection
with establishing the sales return and other allowances in any accounting period. Material differences
may result in the amount and timing of our revenue for any period if management made different
judgments or utilized different estimates. The provision for sales return and other allowances amounted
to $869,000 million at December 31, 2001 as compared to $542,000 at December 31, 20600. Similarly,
our management must make estimates of the uncollectability of our accounts receivable. Management
specifically analyzes accounts receivable, including historical bad debts, customer concentrations,
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customer credit-worthiness, current economic trends and changes in our customer payment terms when
evaluating the adequacy of the allowance for doubtful accounts. The accounts receivable balance was
$6.4 million, net of allowance for doubtful accounts and returns of $2.5 million as of December 31,
2001. At December 31, 2000, the accounts receivable balance was $9.9 million, net of allowance for
doubtful accounts and returns of $1,012,000.

Management’s current estimated range of liability related to some of the pending litigation
involving the Company is based on claims for which our management can estimate the amount and
range of loss. We have recorded the minimum estimated liability related to those claims, where there is
a range of loss. Because of the uncertainties related to both the amount and range of loss on the
remaining pending litigation, management is unable to make a reasonable estimate of the liability that
could result from an unfavorable outcome. As additional information becomes available, we will assess
the potential liability related to our pending litigation and revise our estimates. Such revisions in our
estimates of the potential liability could materially impact our results of operation and financial
position.

Valuation of Inventories. The Company writes down its inventory for estimated obsolescence or
unmarketable inventory equal to the difference between the cost of inventory and the estimated market
value based upon assumptions about future demand and market conditions. If actual future demand or
market conditions are less favorable than those projected by management, additional inventory write-
downs may be required. During the year ended December 31, 2001, the Company recorded inventory
related charges of $7.3 million, which related to the write down of inventories for certain excess and
obsolete products. During the year ended December 31, 2000, the Company recorded inventory related
charges of $2.3 million, which related to the write down of inventories for certain excess and obsolete
products.

Valuation of long-lived and intangible assets and goodwill. We assess the impairment of
identifiable intangibles, long-lived assets and goodwill whenever events or changes in circumstances
indicate that the carrying value may not be recoverable. Factors we consider important that could
trigger an impairment review include the following:

» significant underperformance relative to expected historical or projected future operating results;

= significant changes in the manner of our use of the acquired assets or the strategy for our
overall business;

o significant negative industry or economic trends;
o significant decline in our stock price for a sustained period; and
= our market capitalization relative to net book value.

When we determine that the carrying value of intangibles, long-lived assets and goodwill may not
be recoverable based upon the existence of one or more of the above indicators of impairment, we
measure any impairment based on a projected discounted cash flow method using a discount rate
determined by our management to be commensurate with the risk inherent in our current business
model. Net intangible assets, long-lived assets, and goodwill amounted to $17.7 million as of
December 31, 2001. During the year ended December 31, 2001, the Company recorded $1.1 million of
impairment losses related to goodwill and other intangible assets.

In 2002, Statement of Financial Accounting Standards (“SFAS”) No. 142, “Goodwill and Other
Intangible Assets” became effective and as a result, we will reclassify workforce related intangibles of
$1.4 million to goodwill and cease to amortize approximately $6.9 million of goodwill and $1.4 million
related to the assembled workforce in connection with the CUseeMe acquisition. We recorded
approximately $1.3 million of amortization on goodwill and intangible assets related to assembled
workforce during 2001 and would have recorded approximately $2.5 million of amortization during
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2002. In lieu of amortization, we are required to perform an initial impairment review of our goodwill
in 2002 and an annual impairment review thereafter. We expect to complete our initial review during
the second quarter of 2002. We currently do not expect to record an impairment charge upon
completion of the initial impairment review. However, there can be no assurance that at the time the
review is completed a material impairment charge will not be recorded.

Accounting for income taxes. As part of the process of preparing our consolidated financial
statements we are required to estimate our income taxes in each of the jurisdictions in which we
operate. This process involves us estimating our actual current tax exposure together with assessing
temporary differences resulting from differing treatment of items, such as deferred revenue, for tax and
accounting purposes. These differences result in deferred tax assets and liabilities, which are included
within our consolidated balance sheet. We must then assess the likelihood that our deferred tax assets
will be recovered from future taxable income and to the extent we believe that recovery is not likely,
we must establish a valuation allowance. To the extent we establish a valuation allowance or increase
this allowance in a period, we must include an expense within the tax provision in the statement of

operations.

Significant management judgment is required in determining our provision for income taxes, our
deferred tax assets and liabilities and any valuation allowance recorded against our net deferred tax
assets. We have recorded a valuation allowance of $46.5 million as of December 31, 2001, due to
uncertainties related to our ability to utilize some of our deferred tax assets, primarily consisting of
certain net operating losses carried forward and foreign tax credits, before they expire. The valuation
allowance is based on our estimates of taxable income by jurisdiction in which we operate and the
period over which our deferred tax assets will be recoverable. In the event that actual results differ
from these estimates or we adjust these estimates in future periods we may need to establish an
additional valuation allowance which could materially impact our financial position and results of
operations.

RESULTS OF CPERATIONS

The following table sets forth certain items from the Company’s Consolidated Statements of
Operations as a percentage of total revenue for the periods indicated. The data set forth below should
be read in conjunction with the Company’s Consolidated Financial Statements and Notes thereto.

Year Ended December 31

2001 2000 1999
Revenue . ... e 100.0% 100.0% 100.0%
Costofrevenue . ........... ..., 743% 571% 63.1%
Gross profit . . ... 257% 429% 36.9%
Operating expense:
Research and development . ........................... 454% 313% 223%
Sales and marketing . . ........ ... ... 418% 313% 20.3%
General and administrative . . ........ .. .. oL 472% 299% 27.0%
Acquisition and other non-recurring charges ............... 89%  00%  0.0%
Total operating eXpense . . .. ............. ... 1433% 92.5% 69.6%
Operating loss . . .. ..o ot -117.6% -49.6% -32.7%
Other income (expense), N€t . ..., 34% 27%  1.3%
Netloss . ... e -1142%  -46.9% -31.4%
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Revenue. Revenue decreased by $12.4 million, or 31%, to $27.7 million in 2001, from
$40.0 million in 2000. The decrease in revenue was primarily a result of a worldwide economic
slowdown and weakness in demand for the Company’s legacy ATM products. Two of our key products,
Click to Meet™ and the Multi Conferencing Unit (“MCU”) accounted for 30% and 37% of our overall
revenue for the years ended December 31, 2001 and 2000, respectively. Revenue from enterprise
customers during the year ended December 31, 2001 declined by $11.5 million, to $19.6 million, from
$31.1 million in 2000, principally due to lower sales of the Company’s legacy ATM products. Revenue
decreased by $5.7 million, or 12%, to $40.0 million in 2000, from $45.7 million in 1999. Revenue from
enterprise customiers during the year ended December 31, 2000 declined by $6.3 million, to
$31.1 million, principally due to lower sales of the Company’s legacy ATM products. This decline was
partially offset by an increase in revenue from service providers to $8.9 million in 2000, compared to
$8.3 million in 1999. This increase was the result of action taken by the Company in 2002 to establish
service providers as a meaningful channel for sales of the Company’s products.

Gross Profit.  Gross profit consists of revenue less the cost of revenue, which includes the costs
associated with the purchase of components from outside manufacturers or the manufacture of the
Company’s products by outside manufacturers and related costs of freight, charges related to inventory
obsolescence, royalty, warranty and customer support costs, which were expensed in the period
incurred.

For the year ended December 31, 2001, gross profit decreased by $10.1 million to $7.1 million, or
26% of revenue, compared to $17.2 million, or 43% of revenue, in the previous year. The decrease was
primarily attributed to a decrease in revenue and the effect of a $7.3 million charge associated with
inventory valuation adjustments for legacy inventory. Excluding this charge related to inventory, gross
profit increased, as a percentage of revenue, from 45% in 2000 to 50% in 2001. For the year ending
December 31, 2000, gross profit increased by $0.3 million to $17.2 million, or 43% of revenue,
compared to $16.8 million, or 37% of revenue, in 1999. In the year ended December 31, 2000, the
Company recorded charges to cost of revenue totaling $2.3 million related to inventory valuation
adjustments for certain products. Excluding this charge of $2.3 million from the 2000 results, gross
profit was $19.5 million.

Research and development. Research and development expense consisted primarily of personnel
costs, cost of contractors and outside consultants, supplies and material expenses, equipment
depreciation and overhead costs. Research and development expense increased slightly to $12.6 million
in 2001, a slight increase in the $12.5 million recorded in 2000. Research and development expense
increased to $12.5 million in 2000, an increase of 23% over the $10.2 million recorded in 1999. The
increases in absolute dollars were principally due to the hiring of additional engineers and consultants
for product development, including the start up of a new software development organization in
Hyderabad, India in the third quarter of 2000, and activities associated with the Company’s Click to
Meet™ product introduced in February 2000. As a percentage of total revenue, research and
development expense increased to 45% in 2001, from 31% in 2000 and 22% in 1999. The increase in
research and development expense as a percentage of revenue was due to relatively lower sales
compared to fixed research and development expense.

Sales and marketing. Sales and marketing expense includes personnel and related overhead costs
for sales and marketing, costs of outside contractors, advertising, trade shows and other marketing and
promotional expenses. Sales and marketing expense decreased 8% in 2001, to $11.6 million, from
$12.5 million in 2000. The decrease was due to the reduction in advertising, tradeshow and other
marketing and promotional expenses. Sales and marketing expenses increased 35% in 2000, to
$12.5 million, from $9.3 million in 1999. The increase in absolute dollars in 2000 over 1999 was the
result of the expansion of the Company’s sales and marketing infrastructure, as well as higher
marketing costs associated with advertising and promotional activities, and higher selling costs in 2000
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versus 1999. As a percentage of total revenue, sales and marketing expense increased to 42% in 2001,
compared tc 31% in 2000 and 20% in 1999. The increase in sales and marketing expense as a
percentage of revenue in 2001 compared to 2000, and 2000 compared to 1999, reflected expense
increases that exceeded the rate of revenue growth, including spending associated with sales and
marketing activities in international markets.

Gemnerzl and administrative. General and administrative expense includes personnel and related
overhead costs for finance, human resources, information technology, product operations and general
management. General and administrative expense increased 9% in 2001, to $13.0 million, from
$12.0 million in 2000. The increase was due to the $0.9 million of bad debt expense and $0.2 million of
professional fees related to the Company’s agreement with PictureTel. General and administrative
expense decreased 3% in 2000, to $12.0 million, from $12.3 million in 1999. The decrease was due to
$0.3 million of reduction of non-cash compensation charges relating to the Company’s employee stock
plans. As a percentage of total revenue, general and administrative expense increased to 47% in 2001,
compared to 30% in 2000 and 27% in 1999. The increase in general and administrative expense as a
percentage of revenue in 2001 compared to 2000, and 2000 compared to 1999, reflected the fixed
nature of the expense while revenue deteriorated in both 2000 and 2001.

Acquisition and other non-recurring costs, met. The $2.5 million of one time charges in 2001
included $0.3 million of in-process research and development costs as a result of the acquisition of
CUseeMe Networks, $1.1 million of impairment of goodwill associated with the 1998 acquisition of
ICAST Corporation and $1.1 million of costs associated with the reductions in workforce during the
year ended December 31, 2001.

Other income (expemse), met. Other income (expense), net consists primarily of interest expense
relating to the Company’s credit facilities and long-term debt, offset in part by interest income earned
on short term investments and cash balances. Other income, net totaled $0.7 million in 2001,
$1.2 million in 2000 and $0.6 million in 1999. The decrease in other income, net in 2001 from 2000 was
primarily the result of lower interest rates and a lower average cash balance in 2001 compared to 2000.
The increase in other income, net in 2000 from 1999 was primarily the result of interest income from
the higher average cash balances in 2000 compared to 1999.

Income taxes. As of December 31, 2001, the Company had net operating loss carryforwards of
approximately $110 million and $27 million for federal and state tax purposes, respectively, available to
reduce future taxable income. These carry-forwards, if not utilized to offset future taxable income, will
expire at various dates beginning in 2013. In addition, under the Tax Reform Act of 1986, the amount
of the benefit from net operating losses that can be carried forward may be limited in certain
circumstances, including, but not limited to, a cumulative stock ownership change of more than 50%
over a three year period, as defined. No benefit has been recorded for income taxes for any of the
periods presented as the Company believes that, based on the history of such losses and other factors,
the weight of available evidence indicates that it will not be able to realize the benefit of these net
operating losses. Thus, a full valuation reserve has been recorded. Please see Note 8 of notes to
consolidated financial statements.

LIQUIDITY AND CAPITAL RESOURCES

Since inception until the completion of its initial public offering in May 1998, the Company
financed its operations primarily through private and public placements of equity securities and to a
lesser extent through certain credit facilities. As of December 31, 2001, the Company had cash, cash
equivalents and short-term investments of $9.4 million and working capital of $8.4 million.

On March 29, 2002, the Company entered into a binding agreement to sell common stock and
warrants to purchase common stock to investoss in a private placement for aggregate proceeds of
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approximately $4.8 million. The closing is expected to occur on or about April 10, 2002. Pursuant to
the terms of the agreement, the Company will issue 6,686,000 shares of common stock at $0.72 per
share and warrants to purchase 3,343,000 shares of common stock at an exercise price of $1.01 per
share. The warrants are exercisable for five years, commencing six months from the closing date. The
investors in the financing included Special Situations Fund, as well as Mr. Ungermann and Dr. Gaut,
both members of the Company’s Board of Directors.

The Company has experienced significant net operating losses from inception. In 2001, the
Company incurred net losses of $31.6 million and used $20.7 million of cash in its operating activities.
Management currently expects that operating losses and negative cash flows will continue for the
foreseeable future. In 2001, the Company decreased the size of its workforce by 26% and instituted
measures to control discretionary spending. Management currently believes that the Company’s existing
cash and investments, together with the funds provided pursuant to the stock purchase agreement are
adequate to fund the Company’s operations through December 31, 2002. However, the Company’s cash
requirements depend on several factors, including the rate of market acceptance of its products and
services, the ability to expand and retain its customer base and other factors. If the Company fails to
achieve its planned revenue or expense targets, management believes that it has the plans, intent and
ability to curtail capital and operating spending to ensure that cash and investments will be sufficient to
meet the Company’s cash requirements through December 31, 2002.

On June 8§, 2000, the Company issued 27,437 shares of Series A Convertible Preferred Stock (the
“Preferred Stock™) in a private placement to Vulcan Ventures Incorporated (“Vulcan”) for an
aggregate purchase price of $27,437,000. The Preferred Stock is currently convertible into 3,616,778
shares of Common Stock of the Company, as adjusted in May 2001, subject to further adjustment for
dilution in the event the Company issues common stock, subject to certain exceptions, at a price less
than §7.59 per share. The Company also issued a five-year warrant to Vulcan, which is currently
exercisable to purchase up to 892,591 shares of Common Stock at $6.67 per share, as adjusted in May
2001. On the date of issuance, the warrant had an approximate fair market value of $3,700,000
determined using the Black-Scholes pricing model. The warrant provides anti-dilution protection to
Vulcan, including protection in the event the Company issues additional shares of Common Stock at a
price less than $7.00 per share, subject to certain exceptions. After fees and expenses, the net proceeds
of this issuance of Preferred Stock was $24.3 million. The Company has used cash in its operating
activities primarily to fund losses incurred through December 31, 2001 and to finance its working
capital needs.

Cash used in operating activities totaled $20.7 million in 2001, primarily consisting of $31.6 million
from a net loss adjusted for non-cash items, and an increase of $3.6 million in inventory, a decrease of
$1.9 million in accounts payable, and $3.2 million in accrued liabilities, partially offset by a decrease of
$3.6 million in accounts receivable, $0.6 million other current assets and an increase of $1.8 million in
deferred revenue. Cash used in operating activities totaled $10.6 million in 2000, reflecting the net loss
of $18.8 million and an increase in accounts payable of $1.8 million, offset in part by reductions of
$1.2 million in inventory, $2.3 million in other current assets, and $3.6 million in accounts receivable.

Cash provided in investment activities totaled $19.5 million in 2001, primarily due to $14.4 million
of net sales of short-term investments and $6.6 million of cash acquired in the acquisition of CUseeMe
Networks, Inc., which was partially offset by $1.4 million of cash used in the acquisition of property and
equipment. Cash used in investment activities totaled $10.1 million in 2000, primarily due to purchases
of short-term investments of $9.0 million and the acquisition of property and equipment of $1.3 million.
Capital expenditures declined from $2.0 million in 1999 to $1.3 million in 2000 and increased slightly to
$1.4 million in 2001, and consisted of purchases of computers and related equipment, furniture and
fixtures necessary to support the Company’s growth.
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Cash provided by financing activities was $1.0 million in 2001, primarily resulting from the
proceeds from the issuance of common stock due to the exercise of stock options and sale of common
stock through the Company’s Employee Stock Purchase Plan. Cash provided by financing activities was
$26.7 million in 2000, and consisted principally of $24.3 million in net proceeds from the issuance of
preferred stock and $3.0 million from the issuance of common stock.

The Company’s future contractual obligations and other commitments are as follows:

Payments Due by Peried

Less than 1-3 4-5 After 5
Contractual Obligations Total 1 year years years years
Capital Lease Obligations . . ....... $ 36,000 $ 36,000 — — —
Operating Leases . . . ............ 12,593,600 1,899,000 $3,192,000 $3,196,000 $4,306,000
Unconditional Purchase Obligations . 92,000 92,000 — — —

Other Long-Term Obligations . . . . .. — — — — —
Total Contractual Cash Obligations . .  $12,721,000 $2,027,000 $3,192,000 83,196,000 $4,306,000

As of December 31, 2001, we had recorded accrued liabilities of $5.6 million, including
$1.4 million of personnel related expenses, $1.1 million of merger related expenses, $0.8 million of legal
and professional related expenses, $0.4 million of marketing related expenses, and $1.9 million of other
expenses. We also recorded $3.3 million of accounts payable, as of December 31, 2001. In addition, a
10-year lease agreement in 1999 for our principal executive office space in Santa Clara, California that
commits us to pay on average $150,000 per month for the duration of the lease.

In order to aggressively pursue business opportunities, the Company may be required to seek
equity investments from existing or potential strategic partners in the future. Should the Company sell
additional equity, the sale may result in dilution to the Company’s current stockholders. Should the
Company be unsuccessful in its efforts to raise equity from strategic partners, it may seek additional
capital from the public and/or private equity markets that will likely result in dilution of the Company’s
current stockholders. There can be no assurance that any financing will be available at acceptable terms
or at all.

ITEM 7A. QUANTITATIVE AND QUALITATIVE DISCLOSURE ABOUT MARKET RISK.

As of December 31, 2001, the Company held a total of $9.4 million of cash, cash equivalents and
short-term investments. These securities, which consist primarily of corporate medium term notes and
other corporate debt, are subject to interest rate risk and will decline in value if market interest rates
increase. If market interest rates were to increase immediately and uniformly by ten percent from levels
as of December 31, 2001, the decline in fair value of the portfolio would not be material.

The Company transacts substantially all of its operations in United States dollars and therefore is
not subject to fluctuations in foreign exchange rates. Accordingly, the Company currently does not use
derivative financial instruments. The Company has no fixed rate obligations except for capitalized leases
of approximately $36,000. To the extent that the Company utilizes its line of credit from
Mr. Ungermann or other sources, it will be exposed to short term interest rate risk. However, as of
March 30, 2002, the Company has no short term debt and is not currently subject to an adverse
material impact from changes in interest rates.

ITEM 8. FINANCIAL STATEMENTS AND SUPPLEMENTARY DATA.

The Company’s Consolidated Financial Statements and Notes thereto appear beginning at page
F-1 of this report.
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ITEM 9. CHANGES IN AND DISAGREEMENTS WITH ACCOUNTANTS ON ACCOUNTING AND
FINANCIAL DISCLOSURE.

There has been no change in or disagreement with the Company’s independent accountants during
the three most recent fiscal years.
PART 11T

Certain information required in Part 11l of this Report is incorporated by reference to the Company’s
proxy statement (the “Proxy Statement”) for the Company’s 2002 Annual Meeting of Stockholders. The
Proxy Statement will be filed with the SEC in accordance with Regulation 144 under the Exchange Act no
later than April 30, 2002.

ITEM 10. DIRECTORS AND EXECUTIVE OFFICERS OF THE REGISTRANT.

(a) Identification of Directors: The information concerning the Company’s directors and nominees
is incorporated by reference from the section entitled “Proposal I: Election of Directors” in the Proxy
Statement.

(b) Identification of Executive Officers: The information concerning the Company’s Executive
Officers is incorporated by reference from the section entitled “Management” in the Proxy Statement.

(c) Compliance with Section 16(a) of the Exchange Act: The information required by this item is
incorporated by reference from the section entitled “Section 16(a) Beneficial Ownership Reporting
Compliance” in the Proxy Statement.

ITEM 11. EXECUTIVE COMPENSATION

The information required by this item is incorporated by reference from the section entitled
“Executive Compensation” in the Proxy Statement.

ITEM 12. SECTION 16A BENEFICIAL OWNERSHIP REPORTING COMPLIANCE

The information required by this item is incorporated by reference from the section entitled
“Security Ownership of Certain Beneficial Owners and Management” in the Proxy Statement.

ITEM 13. CERTAIN RELATIONSHIPS AND RELATED TRANSACTIONS

The information required by this item is incorporated by reference from the section entitled
“Certain Relationships and Related Transactions” in the Proxy Statement.

PART IV
ITEM 14. EXHIBITS, FINANCIAL SCHEDULES AND REPORTS ON FORM §-K

(a) The following documents are filed as part of this report.
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1. TFinamncial Statements

The consolidated financial statements required by this item are submitted in a separate section
beginning on page F-1 of this report.

FINANCIAL STATEMENTS:

Report of Independent ACCOUNTANES . . . . . oottt et F1
Consolidated Balance Sheets at December 31, 2001 and 2000 .. ............. ... .. ..... F-2
Consolidated Statements of Operations for each of the three years in the period ended

December 31, 2001 .. ... it e e e e e e F-3
Consolidated Statements of Stockholders’ Equity for each of the three years in the period

ended December 31, 2000 . . ... . e e e e F-4
Consolidated Statements of Cash Flows for each of the three years for the period ended

December 31, 2001 . .. ... o e F-5
Notes to Consolidated Financial Statements . . ......... ... ... i an F-6
Quarterly Summary (unaudited) . . .. ... . s F-27

2. Financial Statement Schedules
Report of Independent ACCOUNLANTS . . . . ... ...ttt S-1
Schedule II—Valuation and Qualifying Accounts . ... ...... ... ...ttt S-2

Schedules other than the one listed above have been omitted because the information required to
be set forth therein is not applicable or is included in the financial statements or notes thereto, or the
amount are immaterial.
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3. Exhibits

Exhibit
Number

Description of Document

2.1

3.1
32
33
3.4
35
3.6

4.1
42
4.3

4.4

4.5

*10.1
*10.4
*10.5
*10.6
*10.8
*10.9
*10.10
*10.12

10.14

10.15
10.16
10.17

10.18

10.19

Agreement and Plan of Merger and Reorganization, dated as of March 22, 2001, by and
among First Virtual Communications, Inc., FVC Acquisition Corp. and CUseeMe Networks,
Inc. (1)

Amended and Restated Certificate of Incorporation of the Registrant (2)
Certificate of Ownership and Merger, effective August 3, 1998 (3)
Certificate of Designation of Series A Convertible Preferred Stock (5)
Amended Bylaws of the Registrant (2)

Certificate of Ownership and Merger, effective February 5, 2001 (10)

Certificate of Amendment of Restated Certificate of Incorporation filed on June 19,
2001 (10)

Specimen Common Stock Certificate (3)
Specimen Series A Convertible Preferred Stock Certificate (5)

Warrant to purchase 2,614,377 shares of the Company’s Common Stock, dated May 17, 2001,
issued by the Company to PictureTel Corporation (11)

Warrant to purchase 850,000 shares of the Company’s Common Stock, dated June 8, 2000
issued by the Company to Vulcan Ventures Incorporated (5)

Warrant to purchase 18,750 shares of the Company’s Common Stock, dated April 30, 1997
issued by the Company to Silicon Valley Bank (1)

1997 Equity Incentive Plan (6)

1997 Employee Stock Purchase Plan (2)

Form of 1997 Employee Stock Purchase Plan Offering (2)
1997 Non-Employee Directors’ Stock Option Plan (6)
Executive Officers’ Change of Control Plan (4)
Non-Employee Directors’ Change of Control Plan (4)
1999 Equity Incentive Plan (6)

Form of Indemnification Agreement between the Registrant and its directors and executive
officers (2)

Lease Agreement between the Registrant and John Arrillaga, or his successor Trustee,
UTA 7/20/77, dated July 19, 1995 (the “Lease Agreement”) (2)

Amendment No. 1 to the Lease Agreement, dated November 7, 1997 (2)
Amendment No. 4 to the Lease Agreement, dated February 4, 1999 (4)

Master Lease Agreement between the Registrant and Comdisco, Inc. (“Comdisco”), dated
April 30, 1997 (2)

Subordinated Loan and Security Agreement between the Registrant and Comdisco, dated
April 30, 1997 (2)

Development and License Agreement between the Registrant and Advanced
Telecommunications Modules Limited, dated February 25, 1994, as amended (2)
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Exhibit
Number  Description of Document

10.20 Technology Licensing Agreement between IBM Corporation and the Registrant, dated
October 16, 1997 (2)

10.21 Warrant issued to SVB, dated April 11, 1997 (2)

10.22 Subordinated Loan and Security Agreement between the Registrant and Comdisco, dated
October 23, 1997 (2)

10.23 Lease Agreement between the Registrant and John Arrillaga, or his successor Trustee,
UTA 7/20/77, dated November 7, 1997 (2)

10.24 Letter Agreement between IBM Corporation and the Registrant, dated February 8, 1998 (2)

10.25 Second Amended and Restated Promissory Note, dated April 21, 2000, issued in favor of the
Registrant by Allwyn Sequeira. (9)

10.26 Letter Agreement between Registrant and Allwyn Sequiera, dated October 10, 2000. (9)

10.27 Stock Purchase Agreement, dated June 8, 2000, between the Company and Vulcan Ventures
Incorporated (5)

10.28 Registration Rights Agreement, dated June 8, 2000, between the Company and Vulcan
Ventures Incorporated (5)

**10.29 Video Services Agreement dated May 8, 2000, between the Company and Qwest
Communications Corporation (5)

23.1 Consent of PricewaterhouseCoopers LLP
24.1 Power of Attorney (included on signature page)

Notes to Exhibits
*  Management contract or compensatory plan or arrangement.

** Confidential Treatment has been granted with respect to certain portions of this Exhibit. Omitted
portions have been filed separately with the Securities and Exchange Commission.

(1) Filed as an exhibit to the Company’s Current Report on Form 8-K dated April 4, 2001 (File
No. 000-23305).

(2) Filed as an exhibit to the Company’s Registration Statement on Form S-1, as amended (File
No. 333-38755).

(3) Filed as an exhibit to the Company’s Quarterly Report on Form 10-Q filed on June 10, 1998 (File
No. 000-23305).

(4) Filed as an exhibit to the Company’s Annual Report on Form 10-K filed on April 15, 1999 (File
No. 333-72533).

(5) Filed as an exhibit to the Company’s Quarterly Report on Form 10-QC filed on August 14, 2000
(File No. 000-23305).

(6) Filed as an exhibit to the Company’s Registration Statement on Form S-8 filed on July 17, 2000
(File No. 333-4159).

(7) Filed as an exhibit to the Company’s Annual Report on Form 10-K filed on March 30, 2000 (File
No. 333-72533).

(8) See Note 1 to the consolidated financial statements.
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(9) Filed as an exhibit to the Company’s Annual Report on Form 10-X filed on April 2, 2001 (File
No. 000-23305).

(10) Filed as an exhibit to the Company’s Quarterly Report on Form 10-Q filed on September 15, 2001
(File No. 000-23305).

(11) Filed as an exhibit to the Company’s Quarterly Report on Form 10-Q filed on November 14, 2001
(File No. 000- 23305).

(b) Reports on Form §-K:

None.
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SIGNATURES

Pursuant to the requirements of Section 13 or 15(d) of the Securities Exchange Act of 1934, the
registrant has duly caused this amended report to be signed on its behalf by the undersigned, thereunto
duly authorized, in the City of Santa Clara, State of California, on the 4th day of April 2002.

FIRST VIRTUAL COMMUNICATIONS, INC.,

By: /s/ TIMOTHY A. ROGERS

Timothy A. Rogers
Senior Vice President Finance, Treasurer and Chief
Financial Officer (Principal Financial and
Accounting Officer)

Pursuant to the requirements of the Securities Exchange Act of 1934, this report has been signed
below by the following persons on behalf of the registrant and in the capacities and on the dates
indicated.

Signature % ]I_)Ett;e_
* Executive Chairman of the Board of Auril 4. 2002
: ril 4,
Ralph Ungermann Directors P
* President and Chief Executive Officer and )
Killko Caballero Director (Principal Executive Officer) April 4, 2002
/s/ TIMOTHY A. ROGERS Senior Vice President, Finance, Treasurer

and Chief Financial Officer (Principal April 4, 2002

Timothy A. Rogers . . - ]
Financial and Accounting Officer)

* Director
Edward Harris

April 4, 2002

* Director

April 4, 2002
Norman E. Gaut

* Director
Robert Wilmot

April 4, 2002

Director

Jonathan Morgan

* Director
Adam Stettner

April 4, 2602

*By: /s/ TIMOTHY A. ROGERS

Attorney-in-Fact
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REPORT OF INDEPENDENT ACCOUNTANTS

To the Board of Directors and Stockholders
of First Virtual Communications, Inc.

In our opinion, the consolidated financial statements listed in the index appearing under Item
14(a)(1) on page 30, present fairly, in all material respects, the financial position of First Virtual
Communications Inc. (formerly FVC.COM, Inc.), and its subsidiaries at December 31, 2001 and 2000,
and the results of their operations and their cash flows for each of the three years in the period ended
December 31, 2001 in conformity with accounting principles generally accepted in the United States of
America. These financial statements are the responsibility of the Company’s management; our
responsibility is to express an opinion on these financial statements based on our audits. We conducted
our audits of these statements in accordance with auditing standards generally accepted in the United
States of America, which require that we plan and perform the audit to obtain reasonable assurance
about whether the financial statements are free of material misstatement. An audit includes examining,
on a test basis, evidence supporting the amounts and disclosures in the financial statements, assessing
the accounting principles used and significant estimates made by management, and evaluating the
overall financial statement presentation. We believe that our audits provide a reasonable basis for our
opinion.

PricewaterhouseCoopers LLP
San Jose, California

January 30, 2002, except for Note 13,
which is as of March 29, 2002
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FIRST VIRTUAL COMMUNICATIONS, INC.
CONSOLIDATED BALANCE SHEETS
(IN THOUSANDS, EXCEPT SHARE DATA)

December 31, December 31,

2001 2040
ASSETS
Current assets:
Cash and cash equivalents ... ......... ... .. i, $ 6,946 $ 7,077
Short-term INVESTMENES . . . . . o\t ittt e e e e e et et e 2,438 16,851
Accounts receivable, net of allowances of $2,509 and $1,012........... 6,365 9,937
Inventory ... ... e 3,188 6,912
Prepaids and other current assets . ............. ... ... ... ...... 1,227 871
Total CUTTENt aSSetS . & v v v i it et et e e e e 20,164 41,648
Property and equipment,net ........ ... ... ... .. . o L. 3,183 2,815
O her aS88LS . o vt vt e e e e e 322 584
Intangible assets, net . . . .. ... L 14,489 1,894
Total ASSEIS . . vttt e e e $38,158 $46,941

LIABILITIES AND STOCKHOLDERS’ EQUITY
Current liabilities:

Current portion of long-termdebt ........... ... ... ... ... ..... $ 36 $ 80
Accounts payable . .. .. ... ... 3,268 5,122
Accrued liabilities . . ... ... . . e 5,561 3,574
Deferred revenue . . . .. ..ottt i e 2,936 1,143
Total current liabilities .. ... .o ittt i e 11,801 9,919
Long-term debt, net of current portion. . . ........... ... ... ... .... — 39

Commitments and contingencies (See Notes 9 and 12)
Minority interest in consolidated subsidiaries ................ ... ... — 253

Stockholders’ equity:
Convertible preferred stock, $.001 par value; 5,000,000 shares authorized;
27,437 shares issued and outstanding at December 31, 2001 ......... — —
Common stock, $.001 par value; 100,000,000 shares authorized; 33,327,995

and 17,334,189 shares issued and outstanding, respectively .......... 33 17
Additional paid-in capital . .. ... ... . 113,437 92,168
Accumulated other comprehensive income .. ..................... 153 210
Accumulated deficit . . .. ... . . . (87,266) (55,665)

Total stockholders’ equity . ........... ... 26,357 36,730

$38,158 $46,941

The accompanying notes are an integral part of these consolidated financial statements.
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FIRST VIRTUAL COMMUNICATIONS, INC.
CONSOLIDATED STATEMENTS OF OPERATIONS
(IN THOUSANDS, EXCEPT PER SHARE DATA)

Year Ended December 31,

2001 2000 1999
Product Revenue . ... ... . $22413 $ 38,145 §$ 44,131
Support Revenue . ... ... 5,248 1,866 1,569
Total Revenue . . .. ... . e 27,661 40,011 45,700
Cost Of FEVENUE . . . . . o e e 20,550 22,831 28,851
Gross profit . .. .. . 7,111 17,180 16,849
Operating expense:
Research and development . ......... . ... . ... ... ... ... 12,573 12,517 10,170
Sales and marketing .. ........ . ... . . 11,565 12,533 9,310
General and administrative . .. ... .o 13,045 11,974 12,323
Acquisition and other non-recurring charges .. ................ 2,468 — —
Total operating eXpense . ... ....vu vttt it 39,651 37,024 31,803
Operating 1oss . ... ... (32,540) (19,844) (14,954)
Other INCOME, NEL . . . . oo e e e e e e e e 665 1,187 646
Minority interest in consolidated subsidiaries . .................. 274 (130) (20)
Net J0SS . . oo e $(31,601) $(18,787) $(14,328)
Basic and diluted net loss pershare. . .............. ... ... ... $ (126) $ (1.09) $ (0.87)
Shares used to compute basic and diluted net loss per share . .. ... .. 25,156 17,205 16,433

The accompanying notes are an integral part of these consolidated financial statements.
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FIRST VIRTUAL COMMUNICATIONS, INC.
CONSOLIDATED STATEMENTS OF CASH FLOWS
(IN THOUSANDS)

Year Ended December 31,

2001

2009

1999

Cash flows from operating activities:

Netloss . . ..ot $(31,601) $(18,787) $(14,328)
Adjustments to reconcile net loss to net cash used in operating activities:
Depreciation and amortization . . . .. ... ... .. . Lo 3,890 2,156 2,118
Provision for doubtful accounts . . ........ ... ... ... ... 912 524 1,202
Stock compensation . .. ... .. ... L 115 267 493
Acquired in-process research and development . . .. .......... ... .. .. 276 — —
Provision for INVENtory . .. ... ... ... 7,347 — 4,200
Impairment of ICAST .. ... ... . . . 1,083 — —
Loss on disposal of fixed assets . .............. ... i, 217 — —
Other . . o (259) 161 305
Changes in assets and liabilities net of effects of acquisitions
Accounts receivable . . . L. e 3,642 3,605 (3,546)
INVENTOIY . . o ot (3,570) 1,192 (6,751)
Prepaid expenses and other assets . .. .......... ... .. L. 639 2,259 (1,144)
Accounts payable . ... ... (1,924) (1,846) 1,923
Accrued liabilities . .. ... ... L (3,226) 451 1,186
Deferred revenue . . ... ... . 1,793 (602) (2,160)
Net cash used in operating activities . . ... ........ .. ... ... ... (20,666)  (10,620)  (16,502)
Cash flows from investing activities:
Acquisition of businesses, net of cash received. . ... ....... ... ... .. .. — — (750)
Acquisition of property and equipment . . . . ...... ... ... .. L., (1,416) (1,371) (2,000)
Sale/(Purchase) of short-term investments, net. .. .................... 14,362 (9,027) 8,609
Repayment of shareholder notes receivable . . ... ... ... .. ... ... . ... — 321 181
Cash Acquired in acquisition of CUseeMe Networks, Inc. . ... ........... 6,601 — —
Net cash provided by (used in) investing activities . .............. 19,547  (10,077) 6,040
Cash flows from financing activities:
Repayment of long-term debt and notes payable . .................... — — (1,300)
Proceeds from issuance of stock, net . . ... ... . e 1,071 26,386 2,581
Repayment of capital lease obligations . .. ............. ... ......... (83) (109) (137)
Net cash provided by financing activities . . .. .................. 988 26,777 1,144
Net (decrease) increase in cash and cash equivalents . . . ................. (131) 6,080 (9,318)
Cash and cash equivalents at beginning of period . ..................... 7,077 997 10,315
Cash and cash equivalents at end of period ... ........ .. ... ... ..... 6,946 7,077 997
Supplemental cash flow information:
Cash paid for interest . .. .... ... .. $ 32 % KV 54
Issuance of options and warrants to third parties . . . .................. 593 593 70
Common stock issued and options and warrants issued or assumed in
connection with acquisitions . ... ......... . ... ..., 20,190 — 292

The accompanying notes are an integral part of these consolidated financial statements.
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FIRST VIRTUAL COMMUNICATIONS, INC.
NQOTES TO CONSOLIDATED FINANCIAL STATEMENTS

NQOTE 1—THE COMPANY AND A SUMMARY OF ITS SIGNIFICANT ACCOUNTING POLICIES.
THE COMPANY

First Virtual Communications, Inc. (the “Company”) was incorporated in California under the
name First Virtual Corporation in October 1993 and subsequently reincorporated in Delaware in
December 1997. In July 1998, the Company changed its name to FVC.COM, Inc., and on February 5,
2001 the Company changed its name to First Virtual Communications, Inc. The Company develops and
markets rich media Web conferencing and collaboration solutions for telecommunications service
providers, enterprises and government agencies. The Company sells its products worldwide through
original equipment manufacturers (“OEM partners”), distributors and resellers.

On June 19, 2001, the Company and CUseeMe Networks, Inc. (“CUseeMe”) completed a merger,
pursuant to which CUseeMe became a wholly owned subsidiary of the Company. CUseeMe provided
innovative software-based solutions to enable voice, video, and data collaboration over IP-based
networks. CUseeMe specialized in delivering a solution that was both centrally managed and centrally
deployed, enabling large-scale deployments of rich media collaboration to enterprise desktops. As a
result of the merger, the Company is able to provide a broad range of integrated rich media Web
conferencing solutions that run seamlessly across multiple network types to enterprise customers and
service providers worldwide.

The Company has one reporting segment based on its management structure.

LIQUIDITY

Subsequent to year end, the Company signed a definitive binding agreement to sell common stock
and warrants to purchase common stock to investors in a private placement for aggregate proceeds of
approximately $4.8 million (see Note 13). The closing is expected to occur on or about April 10, 2002.

The Company has experienced significant net operating losses from inception. In 2001, the
Company incurred net losses of $31.6 million and used $20.7 million of cash in its operating activities.
Management currently expects that operating losses and negative cash flows will continue for the
forseeable future. In 2001, the Company decreased the size of its workforce by 26% and instituted
measures to control discretionary expenditures. The Company believes that existing cash and
investments together with the cash from the financing (see Note 13) will be adequate to fund its
operations through December 31, 2002. However, the Company’s cash requirements depend on several
factors, including the rate of market acceptance of its products and services, the ability to expand and
retain its customer base and other factors. If the Company fails to achieve its planned revenue or
expense targets, management believes that it has the plans, intent and the ability to curtail capital and
operating spending to ensure that cash and investments will be sufficient to meet the Company’s cash
requirements through December 31, 2002.

USE OF ESTIMATES

The preparation of financial statements in conformity with generally accepted accounting principles
requires management to make estimates and assumptions that affect the reported amounts of assets
and liabilities and disclosure of contingent assets and liabilities at the date of the financial statements,
and the reported amounts of revenue and expense during the reporting period. Actual results could
differ from those estimates.
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FIRST VIRTUAL COMMUNICATIONS, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)

NOTE 1—THE COMPANY AND A SUMMARY OF ITS SIGNIFICANT ACCOUNTING POLICIES.
(Continued)

PRINCIPLES OF CONSOLIBATION

The consolidated financial statements include the accounts of the Company and its subsidiaries. All
significant intercompany accounts and transactions have been eliminated. Investments in entities of
which the Company owns between 20% and 50% and on which the Company has the ability to exercise
significant influence but not control are accounted for under the equity method. The Company owns,
directly or indirectly, 100% of all affiliates, except for the Company’s distributor in the United
Kingdom, where it owns 52%.

Minority interest reflects the interest of minority shareholders in the operating results of
consolidated subsidiaries.

CASH EQUIVALENTS AND SHORT-TERM INVESTMENTS

The Company considers all highly liquid investment with a maturity of three months or less when
purchased to be cash equivalents and those with maturities greater than three months are considered
short-term investments. The Company has classified all short-term investments as available for sale.

ALLOWANCE FOR DOUBTFUL ACCOUNTS

The Company maintains allowances for doubtful accounts for estimated losses resulting from the
inability of its customers to make required payments. This estimate is based on historical experience,
current conditions, trends in the industry and other business factors. In the year ended December 31,
2001, the Company recorded a provision for bad debt in the amount of $912,000. If the financial
condition of the Company’s customers were to deteriorate, resulting in an impairment of their ability to
make payments, additional allowances may be required.

INVENTORY

Inventory is stated at the lower of cost or market. Cost is determined using the first-in, first-out
method. During the year ended December 31, 2001, the Company recorded inventory related charges
of $7.3 million. During the years ended December 31, 2000 and 1999, the Company recorded inventory
related charges of $2.3 million and $5 million, respectively. The majority of these charges related to the
write down of inventories for certain excess and obsolete products and to record physical inventory
adjustments. The charge has been included in cost of revenue.

PROPERTY AND EQUIPMENT

Property and equipment are stated at cost and are depreciated on a straight-line basis over the
estimated useful lives of the assets, generally three years. Leasehold improvements are amortized using
the straight-line method over the shorter of the estimated useful lives of the assets or the remaining
lease term. When property or equipment is retired or otherwise disposed of, the Company removes the
asset and accumulated depreciation from its records and recognizes any related gain or loss in the
determination of income.




FIRST VIRTUAL COMMUNICATIONS, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)

NOTE 1—THE COMPANY AND A SUMMARY OF ITS SIGNIFICANT ACCOUNTING POLICIES.
(Continued)

GOODWILL AND OTHER PURCHASED INTANGIBLE ASSETS

Goodwill, representing the excess of purchase price and acquisition costs over the fair value of net
assets of businesses acquired, and other purchased intangibles are amortized on a straight-line basis
over the estimated economic life of five years. Amortization expense relating to goodwill and other
intangible assets was $2.3 million for 2001 and $720,000 for 2000.

IMPAIRMENT OF LONG-TERM ASSETS

The Company continually monitors events and changes in circumstances that could indicate
carrying amounts of long-term assets, including intangible assets, may not be recoverable. When such
events or changes in circumstances are present, the Company assesses the recoverability of long-term
assets by determining whether the carrying value of such assets will be recovered through undiscounted
expected future cash flows. If the total of future cash flows is less than the carrying amount of these
assets, the Company recognizes an impairment loss based on the excess of the carrying amount over
the fair value of the assets. As discussed in Note 7, the Company recorded $1.1 million of impairment
losses related to goodwill and other intangible assets during the year ended December 31, 2001

REVENUE RECOGNITION

The Company’s revenue is derived from primarily two sources (i) product revenue, which includes
software license and hardware revenue and (ii) services and support revenue which includes software
license maintenance and support, training and consulting revenue.

The Company licenses its software products under perpetual licenses. The Company sells its
products and services via its direct sales force, through domestic and foreign distributors and via the
Internet.

The Company applies the provisions of Statement of Position 97-2, “Software Revenue
Recognition,” to all transactions involving the sale of software products and hardware transactions
where the software is not incidental. For hardware transactions where software is incidental, the
Company applies the provisions of SEC Staff Accounting Bulletin 101, “Revenue Recognition.”

Product revenue from the license of the Company’s software products and sale of hardware
products where the software is and is not incidental is recognized when persuasive evidence of an
arrangement exists, the product has been delivered and title has transferred, the fee is fixed and
determinable, and collection of the resulting receivable is reasonably assured, and, if applicable, upon
acceptance when acceptance criteria are specified or upon expiration of the acceptance period.
Maintenance and support revenue for providing product updates and customer support is deferred and
recognized ratably over the service period. Training and consulting revenue is recognized as services are
performed and billable according to the terms of the service arrangement.

For all sales except those completed via the Internet, the Company uses either a binding purchase
order or other signed agreement as evidence of an arrangement. For sales over the Internet, the
Company uses a credit card authorization as evidence of an arrangement. Sales through distributors are
evidenced by a master agreement governing the relationship with or without binding purchase orders
on a transaction by transaction basis.
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FIRST VIRTUAL COMMUNICATIONS, INC,
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)

NOTE 1—THE COMPANY AND A SUMMARY OF ITS SIGNIFICANT ACCOUNTING POLICIES.
(Continued)

Fees due under an arrangement are generally deemed not to be fixed and determinable if a
significant portion of the fee is due beyond the Company’s normal payment terms which are 30 to
90 days from the date of invoice. In these cases, revenue is not recognized until the fees become due.
The Company assesses collectibility based on a number of factors, including past transaction history
with the customer and the credit-worthiness of the customer. The Company does not request collateral
from its customers. If the Company determines that collection of a fee is not reasonably assured, the
fee is deferred and revenue recognized at the time collection becomes reasonably assured, which is
generally upon receipt of cash.

For arrangements with multiple obligations (e.g. undelivered maintenance and support bundled
with perpetual licenses), the Company allocates revenue to each component of the arrangement using
the residual value method based on evidence of the fair value of the undelivered elements, which is
specific to the Company. The vendor specific objective evidence of fair values for the ongoing
maintenance and support obligations are based upon the prices paid for the separate renewal of these
services by the customer or upon substantive renewal rates stated in the contractual arrangements.
Vendor specific objective evidence of the fair value of other services, primarily consulting and training
services, is based upon separate sales of these services.

Revenue from sales to certain of the Company’s resellers are subject to agreements allowing rights
of return and price protection. In such cases, the Company provides reserves for estimated future
returns and credits for price protection upon revenue recognition. Such reserves are estimated based on
historical rates of return and allowances, reseller inventory levels, the Company’s estimates of expected
sell through by resellers and other related factors. Actual results could differ from these estimates. In
the event of inability to estimate returns from any reseller, the Company defers revenue recognition
until the reseller has sold through the products. Advance payments received from customers and gross
margin deferred with respect to sales for which revenues have not been recorded are recorded as
deferred revenue.

A provision is made upon revenue recognition for the estimated cost to repair or replace products
under warranty arrangements. The Company provides a limited amount of telephone technical support
to customers. These activities are generally considered insignificant customer support obligations and
related costs are accrued upon revenue recognition.

FOREIGN CURRENCY TRANSLATION

The assets and liabilities of the Company’s foreign subsidiaries are translated into U.S. dollars
from local currencies at average monthly exchange rates. The resulting translation adjustments are
recorded in a separate component of stockholders’ equity. Non-monetary assets and liabilities are
translated at historical exchange rates, while monetary assets and liabilities are translated at current
exchange rates. The resulting gain (loss) is included in other income.

SOFTWARE DEVELOPMENT COSTS

Software development costs incurred prior to the establishment of technological feasibility are
included in research and development expense and are expensed as incurred. Software development
costs incurred subsequent to the establishment of technological feasibility through the period of general
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NQTE 1—THE COMPANY AND A SUMMARY OF ITS SIGNIFICANT ACCOUNTING POLECIES.
(Continued)

market availability of the product are capitalized, if material. To date, all software development costs
have been expensed as incurred.

STOCK-BASED COMPENSATION

The Company accounts for employee stock-based compensation using the intrinsic value method
prescribed in Accounting Principles Board Opinion (APB) No. 25, “Accounting for Stock Issued to
Employees,” and related interpretations thereof. Options and warrants granted to non-employees are
accounted for using the fair value method prescribed by Statement of Financial Accounting Standards
No. 123 (“FAS 123”), “Accounting for Stock-Based Compensation.” The Company also has adopted the
disclosure only provisions of FAS 123.

INCOME TAXES

Income taxes are accounted for using an asset and liability approach. The asset and liability
approach requires the recognition of taxes payable or refundable for the current year and deferred tax
liabilities and assets for the future tax consequences of events that have been recognized in the
Company’s financial statements or tax returns. The measurement of current and deferred tax liabilities
and assets are based on provisions of currently enacted tax law; the effects of future changes in tax laws
or rates are not anticipated. The measurement of deferred tax assets is reduced, if necessary, by the
amount of any tax benefits that, based on available evidence, are not expected to be realized.

EARNINGS PER SHARE

Basic earnings (loss) per share is based on the weighted-average number of common shares
outstanding excluding contingently issuable or returnable shares, such as shares of unvested restricted
common stock. Diluted earnings (loss) per share is based on the weighted-average number of common
shares outstanding and dilutive potential common shares outstanding. As a result of the losses incurred
by the Company during 2001, 2000, and 1999, all potential common shares were anti-dilutive and
excluded from the diluted net loss per share calculations.

The following table summarizes securities outstanding as of each period end which were not
included in the calculation of diluted net loss per share since their inclusion would be anti-dilutive:

December 31,
2001 2000 1999
(in thousands)

Unvested restricted common stock . . .. ... ... .. . .. — 4 56
Series A Convertible Preferred stock ........... ... ... ...... 27 27 —
Stock purchase warrants . ......... ... . 3,546 1,016 307
Stock OPtions . . ... 10,136 6,594 4,729

Unvested restricted common stock represents stock that has been issued but which is subject to
repurchase to the extent the holder does not remain associated with the Company until such shares are
vested.
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NOTE 1—THE COMPANY AND A SUMMARY OF ITS SIGNIFICANT ACCOUNTING POLICIES.
(Continued)

CONCENTRATION OF CREDIT RISK AND GEOGRAPHIC DISTRIBUTION OF REVENUE

Financial instruments that potentially subject the Company to significant concentrations of credit
risk consist principally of cash and cash equivalents, short-term investments and accounts receivable.
The Company invests its excess cash in a variety of financial instruments, such as corporate medium-
term notes and other corporate debt. The Company, by policy, limits the amount of credit exposure to
any one financial institution or commercial issuer, and restricts the placement of funds to financial
institutions evaluated as highly credit-worthy. The Company sells its products to original equipment
manufacturers, distributors, value-added resellers and end-user customers throughout the world. The
Company performs ongoing credit evaluations of its customers’ financial condition and generally
requires no collateral from its customers. The Company provides an allowance for uncollectible
accounts receivable based upon the expected collectibility of such receivables.

In 2001, 2000 and 1999 revenue from one customer represented 10%, 9% and 29%, respectively,
of total revenue, and a second customer represented 10% of total revenue in 1999.

The following table summarizes the percentage of total revenue by geographic area based on the
destination of the related shipments:
Year Ended

December 31,
2001 2000 1999

United States . .. ...t e 9% 88%  86%
ASIA . ot 4% 7% 5%
Burope. . ... 17% 5% 9%
Total ... 100% 100% 100%

At December 31, 2001 and 2000, outstanding receivables from one customer represented 15% and
13%, respectively, of accounts receivable.

FAIR VALUE OF FINANCIAL INSTRUMENTS

The carrying amounts of cash and cash equivalents, short-term investments and other current
assets and liabilities such as accounts receivable, accounts payable and accrued liabilities, as presented
in the consolidated financial statements, approximate fair value because of their short maturities.

COMPREHENSIVE INCOME (LOSS)

Comprehensive income (loss) is defined as the change in equity of a business enterprise during a
period from transactions and other events and circumstances from non-owner sources, including foreign
currency translation adjustments and unrealized gains and losses on marketable securities.
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NOTE 1—-THE COMPANY AND A SUMMARY OF ITS SIGNIFICANT ACCOUNTING POLICIES.
(Continued)

Components of accumulated other comprehensive income (loss) consist of the following (in
thousands):

December 31,
2001 2000 1999
Foreign currency translation . . .......... ... ... ... ... . . ... ... $204 $210 $(21)
Unrealized (loss) gain on marketable securities, net of income taxes . ... (51) — —

$153  $210 $(21)

The following table represents the calculation of comprehensive income (loss) as required by
FAS 130. The components of comprehensive income (loss) are as follows (in thousands}):

Year Ended
December 31,
2001 2000 1999
Netloss .ot e $(31,601) $(18,787) $(14,328)
Cumulative translation adjustment .................. (6) 231 (21)
Unrealized gain (loss) on marketable securities, net of
INCOME taXES . . . v v it (51) — —
Total comprehensive (loss) . .. .. ... ..o L $(31,658) $(18,556) $(14,349)
RECLASSIFICATIONS

Certain prior year amounts have been reclassified to conform to the current year presentation.
These reclassifications had no impact on previously reported results of operations or stockholders’

equity.

NEW ACCOUNTING PRONOUNCEMENTS

In July 2001, the FASB issued Statement of Financial Accounting Standard No. 141, “Business
Combinations” (SFAS No. 141) and No. 142, “Goodwill and Other Intangible Assets” (SFAS No. 142).
SFAS 141 requires that all business combinations be accounted for under the purchase method and
establishes criteria for the separate recognition of intangible assets acquired in a business combination.
SFAS 142 requires that goodwill no longer be amortized to earnings, but instead be subject to periodic
testing for impairment. SFAS 141 is applicable to all business combinations initiated subsequent to
June 30, 2001. SFAS 142 is effective for fiscal years beginning after December 15, 2001, with earlier
application permitted only in specified circumstances. The Company is evaluating the impact that
SFAS 141 and 142 will have on the balance sheet and statement of operations. Upon adoption of SFAS
No. 142, the Company will reclassify workforce related intangible of $1.4 million to goodwill and stop
amortizing goodwill. In 2002, the Company will cease to amortize approximately $6.9 million of
goodwill and $1.4 million of intangible assets related to the assembled work force in connection with
the CUseeMe acquisition. The Company recorded approximately $1.3 million of amortization on
goodwill and intangible assets related to assembled workforce during 2001 and would have recorded
approximately $2.1 million of amortization during 2002.
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NOTE 1—-THE COMPANY AND A SUMMARY OF ITS SIGNIFICANT ACCOUNTING POLICIES.
(Continued)

On October 3, 2001, the FASB issued SFAS No. 144, “Accounting for the Impairment or Disposal
of Long-Lived Assets” (SFAS 144), SFAS 144 supercedes SFAS 121, “Accounting for the Impairment of
Long-Lived Assets and for Long-Lived Assets to Be Disposed Of.” SFAS 144 applies to all long-lived
assets (including discontinued operations) and consequently amends Accounting Principles Board
Opinion No. 30. SFAS 144 develops one accounting model for long-lived assets that are to be disposed
of by sale. SFAS 144 requires that long-lived assets that are to be disposed of by sale be measured at
the lower of book value or fair value less cost to sell. Additionally, SFAS 144 expands the scope of
discontinued operations to include all components of an entity with operations that (1) can be
distinguished from the rest of the entity and (2) will be eliminated from the ongoing operations of the
entity in a disposal transaction. SEAS 144 is effective for fiscal years commencing after December 15,
2001. SFAS No. 144 is not expected to have a material impact on the Company’s operations.

DEPENDENCE ON SUPPLIERS

The Company’s ability to timely deliver its products is dependent upon the availability of quality
components and subsystems used in these products. The Company depends in part upon subcontractors
to manufacture, assemble and deliver certain items in a timely and satisfactory manner. The Company
obtains certain components and subsystems from single or a limited number of sources. A significant
interruption in the delivery of such items could have a material adverse effect on the Company’s
consolidated financial condition and results of operations.

NOTE 2—ACQUISITION OF BUSINESSES

In May 1999, the Company acquired a controlling interest in a United Kingdom based entity,
which has been a distributor of the Company’s products in the United Kingdom and the Middle East.
The Company acquired 52% of the outstanding stock of a newly incorporated holding company that
owns 100% of the shares of this entity, in exchange for a cash payment of $750,000. The transaction
was accounted for as a purchase; accordingly, the purchase price was allocated to the assets acquired
and liabilities assumed based upon their estimated fair market values at the date of acquisition.
Goodwill of $360,000 arising from the acquisition is being amortized over its estimated useful life of
five years.

In December 1999, the Company acquired an entity in the Netherlands that has been a distributor
of the Company’s products in Germany and Italy. The Company acquired 80% of the outstanding stock
it did not already own in exchange for warrants valued at $292,000. The warrants give the holders the
right to purchase 61,666 shares of the Company’s common stock at a price of $12 per share. The
transaction was accounted for as a purchase; accordingly, the purchase price was allocated to the assets
acquired and liabilities assumed based upon their estimated fair market values at the date of
acquisition. Goodwill of $275,000 arising from the acquisition is being amortized over its estimated
useful life of five years.

Acquisition of CUseeMe Networks, Inc.

On June 19, 2001, the Company completed its acquisition of CUseeMe, a provider of innovative
software solutions that enable voice and visual communications over IP-based networks. The acquisition
was accounted for using the purchase method of accounting., Accordingly, the estimated fair value of
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NOTE 2—ACQUISITION OF BUSINESSES (Continued)

assets acquired and liabilities assumed were included in the Company’s condensed consolidated results
of operations as of and since the effective date of the purchase. There were no significant differences
between the accounting policies of the Company and CUseeMe.

The Company acquired CUseeMe, in a stock-for-stock acquisition, for a total consideration of
$22.7 million, including direct acquisition costs of $2.5 million for legal, consulting and accounting fees.
The Company exchanged options to purchase 4,109,888 shares of CUseeMe’s common stock, for which
the Black-Scholes option-pricing model value of approximately $1.6 million was included in the
purchase price.

The Company engaged an independent appraiser to value the intangible assets. The total purchase
price was allocated to the estimated fair value of assets acquired and liabilities assumed as follows:

(In thousands)

Fair value of tangible assets and labilities .. ........... ... ... ... ...... $ 6,750
In-process research and development . . ... .. ... ... . . e 276
Trademark . . . ... . 661
Current technology . . . . ... e 6,161
Assembled workforce . ... .. 1,505
Deferred stock compensation . ............. .. i i 1,300
Excess of purchase price over identifiable net assets acquired ... .............. 6,066

Total $22,719

The amounts allocated to current technology, assembled workforce and residual goodwill are being
amortized using the straight-line method over their estimated useful lives of 5 years.

The following unaudited pro forma consolidated amounts give effect to the acquisition of
CUseeMe as if it had occurred at the beginning of each of fiscal 2001 and 2000 (in thousands, except
per share data):

Twelve months ended
December 31,

2001 2000
REVEIUE . oot e e $ 30,033 $52,082
Nt 1088 v oot ettt e $(46,558) $30,808
Netloss pershare . ..... ... .. ... i, $ (1.40) $ (1.04)

The above pro forma consolidated amounts are not necessarily indicative of the actual results of
operations that would have been reported if the acquisition had actually occurred as of the beginning
of the periods described above, nor does such information purport to indicate the results of the
Company’s future operations. In the opinion of management, all adjustments necessary to present fairly
such pro forma amounts have been made.

During the quarter ended June 30, 2001, the Company recorded deferred compensation expense of
approximately $91,000 for the difference between the grant or issuance price of unvested common stock
options and the fair value of the Company’s common stock issued in conjunction with the CUseeMe
acquisition. These amounts are being amortized in accordance with Statement of Financial Accounting
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NOTE 2—ACQUISITION OF BUSINESSES (Continued)

Standards Board Interpretation No. 28, “Accounting for Stock Appreciation Rights and Other Variable
Stock Option or Award Plans,” over the vesting period of the individual stock options.

NOTE 3—SHORT-TERM INVESTMENTS

Management determines the appropriate classification of short term investments in marketable
securities at the time of purchase and reevaluates such designation as of each balance sheet date.
Held-to-maturity securities are carried at amortized cost, which approximates fair value.
Available-for-sale securities are stated at fair value as determined by the most recently traded price of
each security at the balance sheet date. The net unrealized gains or losses on available-for-sale
securities are reported as a component of comprehensive loss, net of tax. The specific identification
method is used to compute the realized gains and losses on debt and equity securities.

The Company regularly monitors and evaluates the realizable value of its marketable securities. If
events and circumstances indicate that a decline in the value of these assets has occurred and is other
than temporary, the Company records a charge to investment income (expense).

Marketable securities are comprised as follows (in thousands):

December 31, December 31,
2001 2000

Available-for-sale:

Commercial PAPEr . . . v vt e $ — $12,969
Corporate debt. . ... ... . . 414 —
Corporate medium-term notes . . . . .........ovvuunn... 1,850 3,747
Certificate of Deposit . .. ... ... .. 60 135
Equity securities . . . ....... .. 114 —

$2,438 $16,851

As of December 31, 2001, the Company’s available for sale securities had contractual maturities of
less than one year.
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NOTE 3—SHORT-TERM INVESTMENTS (Continued)

Available-for-sale securities are comprised as follows at December 31, 2001 and December 31,
2000 (in thousands):

Unrealized  Unrealized
Cost Gains Leosses Fair Value

December 31, 2001

Equity SECUTities . ..\ vv v e v $ 169 $— $(55) $ 114
Debt securities . ..., 2,320 5 (1 2,324
Total. .ot $ 2,489 $5 $(56)  $ 2,438
December 31, 2000
Equity securities .. ...........vvuerenin.. $ — $— $ — $ —
Debt SECUTTHIES . . v v v v vt e et et et 16,851 — — 16,851
Total. .o $16,851 $— $ — $16,851
The fair values of held-to-maturity debt securities at December 31, 2001 and 2030 approximate
cost,
NOTE 4—INVENTORY

Inventories as of December 31, 2001 and December 31, 2000 were (in thousands):

December 31, December 31,

2001 2000
Raw materials . .. ... $2,384 $1,553
Finished goods ... ... i 804 5,359
Total INVENIOIY . . o v vttt e et et e e $3,188 $6,912

In 2001, the Company recorded an impairment charge to cost of revenue in the amount of
$7.3 million, related to excess inventory for certain legacy products. These products included switches,
ATM products, VANs and NIC cards. Sale of the Company’s legacy products declined significantly
during the year and are expected to continue to decline in the future due to changing market demand
and the change in the Company’s strategic focus towards sales of Click to Meet™ and software MCU
products, following the acquisition of CUseeMe.
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NOTE 5—BALANCE SHEET COMPONENTS

Prepaid expenses and other current assets

Prepaid eXpenses . .. ... ... e e
Other receivables . . ... ... o e e

Property and equipment:

Computers and equipment . .. ... ... e
Furniture and fiXtures. . . . ... . i e
Leasehold improvements . ... ... ... ...ttt

Less accumulated depreciation and amortization . ......................

Intangible assets:
Intangible assets (net of accumulated amortization of $954 and $147,

reSpeCtively) . . .. e
Goodwill (net of accumulated amortization of $1,128 and $1,310, respectively) . .

Accrued liabilities:

Accrued employee cCompensation. . ... ... ... ..
Accrued acquisition related liabilites ... ......... .. ... ... L.
AcCrued Warranty . .. ..ottt e e
Other .. e

December 31,
2001 2000
(In thousands)

$ 531 $ 304
696 567

$ 1227 $§ 871

$ 6,681 $ 4,968
1,029 1,103
410 269
8120 6,340
(4,937)  (3,525)
$ 3,183 $2815

$ 7591 § 105
6,898 1,789

$14,489 § 1,894

$ 1,370 $ 2,013

1,044 —
471 578
2,676 983

$ 5561 § 3,574

As of December 31, 2001 and 2000, property and equipment recorded under capital leases,
consisting primarily of computers and equipment, totaled approximately $498,000 and $1,053,000,
respectively, with related accumulated depreciation of approximately $498,000 and $991,000,

respectively.
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NOTE 6—LONG-TERM DEBT

Long-term debt comprises:

December 31,

72001 2002

(In thousands)

Capitalized lease obligations . .. . ........oiuitii i $36  $119
Less current POrtion. . . ..ottt e (36) (80)
$— $39

NOTE 7—ACQUISITION AND OTHER NON-RECURRING CHARGES, NET

December 31, 2001
(In thousands)

Impairment of investment in ICAST Corporation .................... $1,083
Workforce reduction . .. ... ... . 1,109
In-process research and development charges ... .................... 276
Acquisition and other non-recurring charges,net..................... $2,468

Impairment of investment in ICAST Corporation

In August 1998, the Company completed its acquisition of ICAST Corporation (“ICAST”). ICAST
developed, marketed and supported software design for Internet and Intranet broadcasting and
real-time video, audio and data. The purchase price aggregated approximately $7.6 million.

As a result of the acquisition of CUseeMe, and based on the Company s future strategic
objectives, the Company ceased to invest any further financial or engineering resources into the
development of video streaming technology that was originally acquired in the purchase of ICAST, and
the Company does not expect any significant future revenue or cash flows from 1CAST related
products. As a result, the Company incurred an impairment charge of approximately $1.1 million
during the year ended December 31, 2001. The impairment charges for intangible assets represent the
write-off of the unamortized intangible assets recorded in connection with the acquisition of ICAST.
The charges of approximately $1.1 million included: $1.0 million for the goodwill related to the
acquisition and $74,000 for the workforce related to the acquisition.

Workforce reduction

During the year 2001, the Company reduced its workforce by 73 employees. The cost recorded for
the layoffs was approximately $1.1 million, which included four to six weeks of severance pay and all
earned vacation time for the affected employees.

In-process research and development charges

In-process research and development charges were incurred in conjunction with the CUseeMe
acquisition. See Note 2 for a description of the acquisition.
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NOTE 8—INCOME TAXES

No provision or benefit for income taxes has been recognized for any of the periods presented as
the Company has incurred net operating losses for income tax purposes and had no carryback
potential.

Based on the available objective evidence, management believes it is more likely than not that the
net deferred tax assets will not be fully realizable. Accordingly, the Company has provided a full
valuation allowance against its net deferred tax assets at December 31, 2001.

Deferred tax assets (liabilities) consist of the following:

Decemb.er 31,
2000 2000

(In thousands)
Net operating loss carryforwards . .. ... ... .o $40,184 $15,415
Taxcredits. . .............. IS RS 3,759 2,015
Accruals and reserves. . . . ... e 5,504 2,205
Acquired intangibles . ..... ... (2,893) —
Total deferred tax assets. . . ... ... it e 46,554 - 19,635
Less valuation allowance . ............ ... . i, (46,554) (19,635)
Net deferred tax asses . . . . . vttt et e e e e e $ — & —

Based on a number of factors, including the lack of a history of profits and the fact that the
Company competes in a developing market that is characterized by rapidly changing technology,
management believes that the weight of available evidence indicates that it is more likely than not that
the Company will not be able to realize its deferred tax assets and thus a full valuation allowance has
been provided at December 31, 2001 and 2000.

At December 31, 2001, the Company had net operating loss carry forwards of approximately
$110 million and $27 million for federal and state jurisdictions, respectively, available to reduce future
taxable income. Approximately $5 million and $48 million of the federal net operating loss carry
forwards resulted from the Company’s acquisition of ICAST Corporation and CUseeMe, respectively.
The federal net operating loss carry forwards expire from 2013 through 2021 and the state net
operating loss carryforwards expire from 2001 through 2005.

Under the Tax Reform Act of 1986, the amount of the benefit from net operating losses that can
be carried forward may be limited in certain circumstances including, but not limited to, a cumulative
stock ownership change of more than 50% over a three year period, as defined. As a result of the
ownership change that occurred upon the Company’s acquisition of ICAST and CUseeMe, the
utilization of the net operating loss carry forwards are severely limited.
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NQOTE 9—COMMITMENTS
LEASES

The Company leases its office facilities in USA, France, Hong Kong, China and India under
noncancelable operating lease agreements that expire from 2002 to 2009. Future minimum lease
payments under these leases as of December 31, 2001 are as follows (in thousands):

Operating
Leases
Year ending December 31,

2002 . $ 1,899
2003 e e e e e e 1,640
2004 L e e e e e 1,552
2005 L e 1,574
2006 . 1,622
Thereafter . . .o . . o e e e 4,306
Total minimum lease payments . ... ........ .. ttttn e $12,593

Rent expense under operating leases for the years ended December 31, 2001, 2000 and 1999, was
approximately $1,612,000, $1,233,000 and $1,103,000, respectively.

NOTE 10—CONVERTIBLE PREFERRED STOCK

On June 8, 2000, the Company issued 27,437 shares of Series A Convertible Preferred Stock (the
“Preferred Stock™) in a private placement to Vulcan Ventures Incorporated (“Vulcan™) for an
aggregate purchase price of $27,437,000. The Preferred Stock is convertible into 3,616,778 shares of
common stock of the Company, as adjusted in May 2001, subject to further adjustment for dilution in
the event the Company completes an offering of common stock, subject to certain exceptions, at a price
less than $7.59 per share. The Company also issued a five-year warrant to Vulcan to purchase 892,591
shares of common stock at $6.67 per share, as adjusted in May 2001. On the date of issuance, the
warrant had an approximate fair market value of $3,700,000 determined using the Black-Scholes pricing
model. The warrant provides anti-dilution protection to Vulcan, including protection in the event the
Company issues additional shares of common stock, subject to certain exceptions, at a price less than
$7.00 per share. Each share of Preferred Stock has voting rights equal to an equivalent number of
shares of common stock into which it is convertible and votes together as one class with the common
stock, unless otherwise specified in the Company’s Certificate of Incorporation. The holder of the
Preferred Stock has dividend rights on parity with the common stock. Each share of Preferred Stock
has a liquidation preference of $1,000 per share. The Company must obtain approval from a majority
of the holders of the Preferred Stock in order to alter the Certificate of Incorporation if such alteration
would adversely affect the Preferred Stock and for certain other matters.

WARRANTS

In 1997, the Company issued warrants to purchase 60,936 shares of its Series I preferred stock at
$8.00 per share in conjunction with certain financing arrangements. The warrants were exercisable
immediately and were to expire at various times from 3 to 4.3 years following the closing of the
Company’s initial public offering. Upon closing of the initial public offering in May 1998, the warrants
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converted to warrants to purchase the same number of shares of the Company’s common stock at an
exercise price of $8.00 per share. As of December 31, 2001 and 2000, no warrants had been exercised.
The aggregate value of these warrants was estimated by the Company, using the Black-Scholes model,
at approximately $233,000 and was expensed as an additional cost of financing over the term of the
related outstanding borrowings.

During the second quarter ended June 30, 2001, the Company issued warrants to PictureTel
Corporation to purchase up to 2,614,377 shares of the common stock of the Company at an exercise
price of $0.91 per share and a term of five years. The warrants were issued in connection with the
formation of a strategic technology, marketing and distribution alliance with PictureTel Corporation.
The warrants vest and become exercisable upon various milestones set by the agreement. As of
December 31, 2001, none of the PictureTel Corporation warrants were exercisable in accordance with
the agreement. PictureTel Corporation was subsequently acquired by Polycom Corporation, and
Polycom has not indicated whether it intends to pursue this alliance.

NOTE 11—STOCK PLANS
1997 EQUITY INCENTIVE PLAN

In October 1997, the Board of Directors and stockholders approved the consolidation and
restatement of the Company’s 1993 Employee, Consultant and Director Stock Purchase Plan (the “1993
Plan”) and the 1996 Stock Option Plans (the “1996 Plans™) into the 1997 Equity Incentive Plan (the
“1997 Plan”) which became effective upon the closing of the Company’s initial public offering. The
1997 Plan is intended to serve as the successor equity incentive program to the 1993 Plan and the 1996
Plans (the “Predecessor Plans”). Outstanding options and stock purchase awards under the Predecessor
Plans were incorporated into the 1997 Plan upon effectiveness of the initial public offering. The
incorporated options and stock purchase awards will continue to be governed by their existing terms
which are essentially the same as similar awards granted under the 1997 Plan described below. Under
the 1997 Plan, as amended, an aggregate of 5,875,000 shares of common stock are authorized to be
issued pursuant to stock awards. As of December 31, 2001, 1,263,220 shares of common stock pursuant
to awards under the 1997 Plan are available for future grant.

The 1997 Plan provides for the grant of stock options, stock purchase awards and stock bonuses to
employees, directors and consultants. Options granted under the 1997 Plan are for periods not to
exceed ten years, and must be issued at prices not less than 100% and 85%, for incentive and
nonqualified stock options, respectively, of the fair market value of the stock on the date of grant.
Incentive stock options granted to stockholders who own greater than 10% of the outstanding stock are
for periods not to exceed five years and must be issued at prices not less than 110% of the fair market
value of the stock on the date of grant. Options granted under the 1997 Plan are exercisable at such
time and under such conditions as determined by the Board of Directors, and generally vest over four
years.

Restricted stock purchase awards under the 1997 Plan are to be issued at a price not less than
85% of the fair market value of the stock on the date of grant. Restricted stock purchase awards may
be accompanied by a repurchase option in favor of the Company in accordance with a vesting schedule
and at a price determined by the Board of Directors. Shares subject to stock awards that have expired
or otherwise terminated shall again become available for the grant of awards under the 1997 Plan,
including shares subject to currently outstanding options and restricted stock issued under the 1993
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Plan and the 1996 Plans. As of December 31, 2001 and 2000, a total of 0 and 3,699, respectively, of
unvested shares of common stock were outstanding subject to repurchase by the Company at a
repurchase price equal to the original issuance price of such shares.

1999 EQUITY INCENTIVE PLAN

In April 1999, the Board of Directors approved the 1999 Equity Incentive Plan (the “1999 Plan™).
Under the 1999 Plan, as amended through January 2001, an aggregate of 6,000,000 shares of common
stock are authorized to be issued pursuant to stock awards. As of December 31, 2001, 3,031,926 shares
of common stock pursuant to awards under the 1999 Plan are available for future grant.

The 1999 Plan provides for the grant of nonqualified stock options, stock purchase awards and
stock bonuses to selected employees and consultants. Options granted under the 1999 Plan are for
periods not to exceed ten years, and must be issued at prices not less than 85% of the fair market
value of the stock on the date of grant. Options granted under the 1999 Plan are exercisable at such
time and under such conditions as determined by the Board of Directors, and generally vest over four
years.

Restricted stock purchase awards under the 1999 Plan are to be issued at a price determined by
the Board of Directors. Restricted stock purchase awards may be accompanied by a repurchase option
in favor of the Company in accordance with a vesting schedule and at a price determined by the Board
of Directors. Shares subject to stock awards that have expired or otherwise terminated shall again
become available for the grant of awards under the 1999 Plan. As of December 31, 2001, no unvested
shares of common stock were subject to repurchase by the Company under the plan.

1997 NON-EMPLOYEE DIRECTCORS’ STOCK OPTION PLAN

In September 1997, the Company’s Board of Directors approved the 1997 Non-Employee
Directors’ Stock Option Plan (the “Directors’ Plan”). Under the Directors’ Plan, 700,000 shares of the
company’s common stock are reserved for issuance thereunder. As of December 31, 2001, 369,364
shares of common stock pursuant to awards under the Directors’ Plan were available for future grant.

The Directors’ Plan provides for the grant of options to purchase 30,000 shares of common stock
to each director who is not also an employee of the Company (a “Non-Employee Director”) upon
initial election to the Board of Directors and subsequent automatic grants of options to purchase
10,000 shares of common stock on each anniversary of a previous grant. In March 2001, the Board of
Directors authorized and the shareholders subsequently approved the issuance under the Directors’
Plan of 10,000 shares annually to each Non-Employee Director for service on each committee of the
Board, including the Audit, Compensation and Nominating Committees. The options vest over a
five-year period commencing on the date of grant, with 10% of the shares vesting six months following
the date of grant and the remaining 90% vesting on a daily ratable basis thereafter.

In July 2001, the Board of Directors authorized, subject to stockholder approval, an amendment to
the Directors’ Plan to provide for (i) an increase in the initial and annual grants to Non-Employee
Directors under the plan to 40,000 shares of Common Stock; (ii) an increase in the initial and annual
grants to 15,000 shares of Common Stock for service on the Compensation and Nominating
Committees of the Board; (iii) an increase in the initial and annual grants to 25,000 shares of Common
Stock for service on the Audit Committee of the Board; and (4) to amend the vesting schedule for all
such grants to provide for daily vesting over a one-year period from the date of grant.
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A summary of option activity under the 1999 Plan, the 1997 Plan and the Directors’ Plan follows:

Weighted
Shares Subject  Average
to Options Exercise

Outstanding Price

(In thousands)

Balance at December 31, 1998 . . .. ... ... ... 3,322 $ 8.30
Granted . ... ... e 2,666 10.74
Exercised ... ... (409) 5.63
Cancelled . ....... .. (850) 9.95
Balance at December 31, 1999 . . .. .. ... .. ... 4,729 9.61
Granted . ... . e e e 5,240 7.48
Exercised . ... ... . (392) 6.41
Cancelled . ... ... . (2,983) 10.70
Balance at December 31,2000 .. ...... ... ... . ... .. .. .. 0,594 7.62
Granted . .. .. 8,262 1.11
Exercised ... ... e (8 0.49
Cancelled . ... ... . . e (4,712) 6.91
Balance at December 31,2001 .. .. .. ... . 10,136 $ 3.64

With respect to certain options and restricted stock granted in 1996 and 1997, the Company has
recognized a deferred compensation charge of approximately $2.1 million. Further, in early
February 1998, after considering various factors including the input provided by the Company’s
investment bankers, the Board of Directors of the Company approved a plan under which 499,500
options previously granted at prices of $10.20 and $11.00 to employees (excluding officers) were
exchanged for options at $8.50 per share, which the Board concluded was the fair value of the
Company’s common stock at that time. The Company is recognizing a compensation charge of
approximately $1.3 million with respect to the 499,500 repriced stock options and 278,000 additional
stock options granted in early February 1998 at $8.50 per share, computed based on a deemed value of
$10.20 per share of common stock. The charges referred to above are being amortized over the vesting
period of the awards, which is generally five years. The Company recognized $115,000, $267,000 and
$493,000 of said charges as compensation expense during the years ended December 31, 2001, 2000 and
1999, respectively. The future compensation charges are subject to reduction for any employee who
terminates employment prior to the expiration of such employee’s option vesting period.
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Significant option groups outstanding at December 31, 2001 and related weighted average exercise
price and contractual life information are as follows:

Options Qutstanding

WX:EE?E Weighted Options Exercisable
Remaining Average Weighted
Number Contractual Exercise Number Average
Range of Outstanding Life (In Price Exercisable Price
Exercise Prices (In Thousands) Years) (Per Share) . (In Thousands) (Per Share)
$ 0.72-% 0.89 874 9.67 $ .84 147 $ .81
$ 0.91-$ 0.92 1,194 9.26 92 144 .92
$ 0.94-§ 1.24 1,133 9.18 1.06 198 1.08
$ 1.25-§ 1.25 2,224 9.03 1.25 588 1.25
$ 1.29-% 2.34 1,203 7.97 1.68 571 1.77
$ 2.40-$ 5.50 1,814 8.39 4.87 749 4,79
$ 5.53-312.75 1,619 7.56 9.10 564 9.36
$13.00-$28.46 670 7.88 15.98 374 15.74
$34.79-$34.79 1 8.20 34.79 1 34.79
$36.18-336.18 4 8.20 36.18 1 36.18
Total ...... 10,136 8.67 $ 3.64 3,337 $ 5.11

PRO FORMA DISCLOSURES

Had compensation cost for the Company’s stock option plans been determined based on the value
of such options at the grant dates as prescribed by FAS 123, the Company’s pro forma net loss and net
loss per share would have been:

Years Ended December 31,
2001 2000 1999
(In thousands, except per share data)

As reported:
NEEI0SS .+ o v v e e e e e e e e $(31,601) $(18,787) $(14,328)
Net loss per share (basic and diluted) . . .............. $ (1.26) $ (1.09) $ (0.87)
Pro forma:
NEt 0SS + v vttt e e e $(34,443) $(27,685) $(22,385)
Net loss per share (basic and diluted) ... ............. $ (137) § (161) $ (1.36)

The weighted-average estimated grant-date fair value of options granted under the Company’s
various stock option plans during 2001, 2000 and 1999 was $0.95, $5.23 and $7.50, respectively. For the
years ended December 31, 2001, 2000 and 1999, the fair value of each option on the date of grant was
determined using the Black-Scholes model with the following assumptions: no annual dividend yield for
all periods; expected volatility of 123%, 70% and 70%, respectively; risk-free annual interest rates of
5% for all periods respectively; and an expected option term of 5, 5 and 4 years, respectively.
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1997 EMPLOYEE STOCK PURCHASE PLAN

The Company’s 1997 Stock Purchase Plan (the “Purchase Plan”) was approved by the Board of
Directors and stockholders in October 1997 and became effective upon the closing of the initial public
offering. Under the Purchase Plan a total of 1,350,000 shares of common stock have been reserved for
issuance to participating employees who meet eligibility requirements. In March 2001, the Board of
Directors authorized and the shareholders approved a 1,000,000 share increase in the number of shares
of Common Stock available for issuance under the Purchase Plan. As of December 31, 2001, 676,790
shares of common stock were available for future issuance under the Purchase Plan.

The Purchase Plan permits eligible employees to purchase common stock through payroll
deductions, which may not exceed 15% of an employee’s base compensation, including commissions,
bonuses and overtime pay, at a price equal to 85% of the fair value of the common stock at the
beginning of each offering period or the end of the purchase period, whichever is lower. The initial
purchase period commenced on April 29, 1998, As of December 31, 1998, no shares had been issued
under the Purchase Plan. During 2001 and 2000, the Company issued 386,696 and 172,077 shares of
common stock, respectively, under the Purchase Plan for aggregate proceeds of approximately $287,000
and $438,000, respectively. Compensation cost (included in pro forma net loss and net loss per share
amounts only) for the years ended December 31, 2001, 2000 and 1999, for the grant date fair value, as
defined by SFAS 123, of the purchase rights granted under the Purchase Plan was calculated using the
Black-Scholes model with the following assumptions: no annual dividend yield for any year; expected
volatility of 123%, 70% and 70%, respectively; risk-free annual interest rates of 5%, 5% and 5%,
respectively; and expected terms of 1, 1 and 1 year, respectively. The pro forma SFAS 123 disclosures
include compensation expense for purchase rights granted during 2001, 2000 and 1999. The weighted
average estimated grant date fair value for purchase rights granted under the Purchase Plan during
2001, 2000 and 1999 was $0.46, $5.05 and $4.48, respectively.

NOTE 12—LITIGATION

On or about April 9, 1999, several purported class action suits were filed in the United States
District Court for the Northern District of California alleging violations of the federal securities laws
against the Company and certain of its officers and directors in connection with the Company’s
reporting of its financial results for the period ended December 31, 1998. The court dismissed these
actions without leave to amend on February 14, 2000 and the plaintiffs appealed the dismissal to the
U.S. Court of Appeals for the Ninth Circuit. The appeal was taken under submission by the court of
Appeals following the filing of briefs by the parties and the presentation of oral argument on July 11,
2001. On March 15, 2002, the Court of Appeals affirmed the district court’s judgment, dismissing the
complaint without leave to amend. On March 28, 2002, plaintiffs filed a Petition for Rehearing in the
Ninth Circuit.

On April 23, 2001, the Company received notice of a stockholder’s derivative action filed in
California Superior Court in the County of Santa Clara, alleging that, among other things, certain
directors and officers of the Company sold shares of the Company’s common stock between
January 21, 1999 and April 6, 1999, while in possession of material non-public information pertaining to
the Company. The Company and the individual defendants demurred to the complaint, and moved to
dismiss the action, or in the alternative to stay the action pending the outcome of the appeal in the
related federal court class action or, if necessary, the investigation of the claims by the Company. The
court granted the demurrer in part and denied it in part, granting plaintiff leave to file an amended
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complaint, and stayed the action pending the outcome of the appeal in the federal court class action.
The court also ordered that certain limited discovery of documents could take place with respect to the
filing of the amended complaint. In December 2001, the plaintiff moved for leave to take certain third-
party discovery. The motion was denied by the court. Plaintiff filed an amended complaint on

February 22, 2002. A hearing on the defendants’ demurrer to the amended complaint is scheduled to
take place on April 23, 2002.

NOTE 13—SUBSEQUENT EVENTS

On January 27, 2002, the Company acquired its Hong Kong-based exclusive distributor for Asia,
excluding Japan. Sales in the Asia region, except for Japan, will now be conducted by the Company’s
internal sales force.

On March 29, 2002, the Company signed a definitive binding agreement to raise approximately
$4.8 million from a private placement of common stock and warrants. Pursuant to the terms of the
agreement, the company will issue 6,686,000 shares of common stock at $0.72 per share and warrants to
purchase 3,343,000 shares of common stock at an exercise price of $1.01 per share. The warrants are
exercisable for five years, commencing six months from the closing date. Among others, the investors in
the offering also included Mr. Ungermann and Dr. Gaut, members of the Company’s Board of
Directors.
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QUARTERLY SUMMARY

Three Months Ended

June 30

September 30

December 31

(In thousands, except per share data)

(UNAUDITED)

March 31
2001
Revenue . ... .o $ 4,382
COSt OF TEVENUE v v v v o v v oo e e i et e e $ 2,587
Loss from operations .. ............. ... ... $(8,645)
NetloSS. . .o i i $(8,331)
Basic and diluted earnings per share . .. ............ $ (0.48)
Shares used to compute net loss per share. .......... 17,414
2000
REVENUE . . ..ot e $10,083
CoSt Of TEVEMUE .« . . o vttt ettt e $ 5,550
Loss from operations .. ................uuue.n.. $(3,992)
Net oSS . oot $(3,974)
Basic and diluted earnings per share . .............. $ (0.23)
Shares used to compute net loss per share........... 16,970
1999
Revenue . ... $ 8,380
Costofrevenue . ... .. uin i $ 4,726
Loss from operations . .. ...t $(3,464)
Net1osS. .ot e $(3,238)
Basic and diluted earnings per share . .. ............ $ (0.20)
Shares used to compute net loss per share........... 16,047
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$ 8,135
$ 4,389
$(6,300)
$(6,142)
$ (0.33)

18,859

$10,772
$ 5,810
$(3,576)
$(3,335)
$ (0.19)

17,244

$10,624

$(2,153)
$(2,018)
$ (0.12)

16,235

$ 7,767
$ 8,893
$(10,688)
$(10,522)
$ (0.34)

30,707

$ 9,158
$ 5,016
$ (5,586)
$ (5,181)
$ (0.30)

17,318

$ 13,650
$ 7,061
$ (1,361)
$ (1,188)
$ (0.07)

16,660

$ 7,377
$ 4,681
$(6,907)
$(6,606)
$ (0.20)

33,328

$ 9,998
$ 6,455
$(6,690)
$(6,297)
$ (0.36)

17,337

$13,046
$11,527
$(7,976)
$(7,884)
$ (0.47)
16,792
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Report of Independent Accountants on
Financial Statement Schedule

To the Board of Directors and Stockholders
of First Virtual Communications, Inc.

Qur audits of the consolidated financial statements referred to in our report dated January 30, 2002,
except for Note 13 which is as of March 29, 2002, appearing in this Form 10-K also included an audit
of the financial statement schedules listed in Item 14(a)(2) of this Form 10-K. In our opinion, these
financial statement schedules present fairly, in all material respects, the information set forth therein
when read in conjunction with the related consolidated financial statements.

/s/ PricewaterhouseCoopers LLP

San Jose, California
January 30, 2002




Deseription

Allowance for Doubtful
Accounts Receivable:

Fiscal year 2001 . . ... ..
Fiscal year 2000 . . ... ..
Fiscal year 1999 . ... ...

Reserve for Returms

Fiscal year 2001 . . . . ...
Fiscal year 2000 . . ... ..
Fiscal year 1999 .. ... ..

c 910,000
Cee 100,000

First Virtual Communications, Inc.
VALUATION AND QUALIFYING ACCOUNTS
for the fiscal years 2001, 2000 and 1999

Balance at Charged to . Balance at
Beginning Costs and Deductions End of
of Period Expenses Description Amount Period

... $ 470,000 $1,230,000) Write-offs & adjustments

... 1,269,000 524,000 Write-offs & adjustments
e 67,000 1,202,000 Write-offs & adjustments
.... $ 542,000 $ 502,000 Write-offs & adjustments

375,000 Write-offs & adjustments
810,000 Write-offs & adjustments

$ (60,000) $1,640,000
1,323,000 470,000
— 1,269,000

$ 175000 $ 869,000
743,000 542,000
— 910,000

(1) Includes $912,000 provision for doubtful accounts recorded during the year ended December 31, 2001
and $318,000 of additional allowance for doubtful accounts, resulting from the acquisition of CUseeMe

Networks, Inc.
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EXHIBIT 23.1

CONSENT OF INDEPENDENT ACCOUNTANTS

We hereby consent to the incorporation by reference in the Registration Statement on Form S-8
{(Nos. 333-72533, 333-80721, 333-80725, 333-55848, 333-63382 and 333-63712) of First Virtual
Communications, Inc. (formerly, FVC.COM, Inc.) of our report dated January 30, 2002 except for
Note 13 for which the date is March 29, 2002, relating to the consolidated financial statements of First
Virtual Communications, Inc., which appears in this Form 10-K. We aiso consent to the incorporation
by reference of our report, dated January 30, 2002, relating to the financial statement schedules, which
appears in this Form 10-K.

/s/ PricewaterhouseCoopers LLP

San Jose, California
March 29, 2002
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